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Next month Paul J. Foley will ex- 
amine with a tax-wise eye the new 
excess profits tax law. This author, 
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readers will remember, highlighted the 
main points of the Revenue Act of 
1950 in our November issue. Being a 
tax man in Washington, he follows 
these laws through every stage of their 
from introduction to H.S. T. 





passage 


The March issue will also contain an 
excellent article on estate planning by 


G. Van Velsor Wolf. 
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1. T. 4027 and Widows 
of Deceased Employees 
Sir: 


Effective January 1, 1951, many widows 
of deceased officers and employees of cor- 
porations are likely to find themselves in 
the line of fire of the Treasury Department. 
1. T. 4027 (1950-21-13447 (p. 2)) makes this 
clear. Thus, it seems in order to examine, 
at least in cursory manner, the basis for the 
exemption to widows of gratuitous pay- 
ments made to them by a corporation. 


For almost fifteen years, widows and their 
tax advisers have felt relatively safe in be- 
lieving that “honorariums” voted widows 
by corporations by whom their deceased 
husbands had been employed were free from 
tax. The Supreme Court in 1937 in the 
Bogardus case (37-2 ustc § 9534, 302 VU. S. 
34) seemed clearly to establish the principle 
that payments to one who had performed 
no services were gifts and, hence, not sub- 
ject to income tax, and I. T. 3329 (1939-2 
CB 153) seemed to indicate that this prin- 
ciple had been accepted as Bureau policy. 


Even in 1942, with the advent of Code 
Section 126,-the principle still seemed good 
tax law. It is true that Section 126 would 
pick up any such payments where some sort 
of an obligation to the decedent could be 
spelled out, but the absence of ‘such an 
agreement, voluntary or otherwise, still left 
the payments free of tax. 


The first disquieting note crept into the 
picture with the decision in Varnedoe v. Allen 
(46-2 ustc J 9395, 158 F. (2d) 467 (CCA-5), 
cert. den. 330 U. S. 821). The facts of the 
case seemed consistent with the Bogardus 
principle in that there was an obligation to 
the deceased husband created, in his lifetime, 
by statute, but the language of the decision 
went much further than seemed necessary. 
The court said: 


“It is not necessary that the services 


should have been rendered by the payee. 
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The payor is the one to whom the services 
must have been rendered. The payments 
that the taxpayer received were awarded 
to her in consideration of services rendered 
to the City by her husband in his lifetime. 
They are gross income to her as compensa- 
tion for services rendered within the mean- 
ing of Section 22(a) of the Internal Revenue 
Code, and in our opinion are not within 
the exception to the general rule with refer- 
ence to mere gifts or gratuities.” 

Further, the decision makes no mention 
of the Bogardus case. 


On its facts, the Varnedoe case would seem 
to fit within the contractual-obligation theory 
of Flarsheim v. U. S. (46-1 uste J 9305, 156 
F. (2d) 105 (CCA-8)) or even within the 
language of Section 126. However, the flat 
wording of the decision would seem to leave 
no conclusion other than that the Bogardus 
principle was being tacitly questioned. 


The Tax Court, in the case of Aprill (CCH 
Dec. 17,275, 13 TC 707 (1949)), apparently 
reafhrmed the Bogardus principle. There it 
was held that voluntary payments to the 
widow of a deceased officer did not consti- 
tute taxable income to the widow, and the 
decision expressly referred to Bogardus. 


However, the Tax Court in the case of 
Bausch (CCH Dec. 17,728, 14 TC 1433 
(1950)), decided that if concededly volun- 
tary payments were made to the estate of 
the decedent rather than to the widow, they 
would constitute taxable income to the 
estate. The holding was based on Section 
126, and the court stated that the distinguish- 
ing feature from Aprill was very tenuous. 


These two decisions were followed by the 
promulgation of I. T. 4027 on September 12, 
1950. This I. T. embraces the language of 
Varnedoe whole hog and flatly rejects the 
Aprill case and so much of I. T. 3329 as 
deals with the nontaxability of the payments 
received by the widow. The Commissioner 
has been fair in that the last paragraph of 

(Continued on page 156) 
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Tax=-Wise 


Taxes... 


Tax People... 
Things Taxed... 





Meetings of Tax Men 


New York University—The newly en- 
acted excess profits tax law will be the sub- 
ject of a special evening course for lawyers 
and accountants given by New York Uni- 
versity’s Institute on Federal Taxation in 
New York City beginning January 23 and 
lasting for eight weeks. 


Meetings will be held from 8 to 10 p. m., 
the first two in the University’s Washing- 
ton Square Center, and subsequently in the 
Chanin Building, 42nd Street and Lexington 
Avenue. Jacquin D. Bierman, Associate 
Chairman, Excess Profits Tax Committee 
of the American Bar Association, will con- 
duct the lecture series. 


The course is intended for tax practition- 
ers with problems on the new excess profits 
legislation as it affects their clients, Lec- 
tures will cover: computation of income 
subject to the tax; computation of excess 
profits credit, income method, invested cap- 
ital method, prior reorganizations and prior 
liquidations; rates of tax; and relief pro- 
visions. 


The law and the regulations will be 
analyzed in light of the congressional hear- 
ings and debates, and relevant correlations 
will be drawn with World War II experience. 


Federal Tax Institute of New England.— 
The 1950 excess profits tax will be the chief 
topic at a meeting of the Federal Tax Insti- 
tute of New England February 24 in John 
Hancock Hall, Boston. Details can be had 
from: Federal Tax Institute of New Eng- 
land, Room 603, 6 Beacon Street, Boston 8, 
Massachusetts. 


Southeastern Regional Convention of the 
American Bar Association. —On March 
7-10, the Southeastern Regional Convention 
of the American Bar Association will meet 


Tax-Wise 


at the Atlanta Biltmore Hotel, Atlanta, 
Georgia, to hear featured addresses and 
workshop lectures on taxation, law office 
management and legal draftsmanship. The 
meeting is expected to draw lawyers, judges 
and law teachers from North Carolina, South 
Carolina, Georgia, Florida, Alabama, Mis- 
sissippi and Tennessee. 


Details on the convention can be ob- 


‘tained from: Convention Headquarters, 825 


Citizens & Southern National Bank Build- 
ing, Atlanta, Georgia. 


Practising Law Institute—A Saturday 
forum on the new excess profits tax legisla- 
tion will be held by the Practising Law 
Institute February 3 at the Hotel Statler in 
New York City. Details can be had from: 
Practising Law Institute, 57 William Street, 
New York 5, New York. 


Tax Executives Institute, Philadelphia 
Chapter.—The Philadelphia Chapter of the 
Tax Executives Institute held its second 
annual banquet January 10 in that city. 
Guest of honor and principal speaker was 
George J. Schoeneman, Commissioner of 
Internal Revenue. (See ‘Washington Tax 
Talk,” at page 108.) 


Other guests included Thomas J. Lynch, 
General Counsel of the United States Treas- 
ury; officers of the Bureau of Internal Rev- 
enue; tax administrators from local offices 
of the Collector of Internal Revenue; and 
tax administrators from Pennsylvania and 
adjoining states. 


State Cigarette Tax 
Deducted on Federal Return 


In Oklahoma, where there is a state tax 
on cigarettes, a taxpayer deducted the 
amount of that tax paid by him when he 
filed his federal income tax return. The 
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taxpayer did not buy the stamps required, 
but they were affixed to the packages of 
cigarettes when purchased. By state law 
the stamps stated the amount of tax. 


On the taxpayer’s return the amount of 
the tax was separately stated and was al- 
lowed as a deduction in computing net 
income as if such amount constituted a tax 
imposed on and paid by the taxpayer. In 
Oklahoma the cigarette tax is imposed on 
the one “making the first sale or first re- 
ceiving the cigarettes for consumption,” and 
the tax is usually collected from whole- 
salers. But in this case the Tax Court 
held that since the tax was _ separately 
stated (stamps), it was being passed on to 
the consumer in the price he paid and was, 
therefore, deductible by him. (Willard I. 
& Agnes B. Thompson, CCH Dec. 17,924, 
15 TC —, No. 82 (1950).) 


Mississippi Gl's 
Must Pay Income Tax 


Money paid by an employer to an em- 
ployee who goes into the armed services is 
taxable as ordinary income of the employee 
if he is a citizen of that state. There is no 
statutory provision excluding such payment 
from gross income. However, the income 
cannot be taxed by Mississippi if the em- 
ployee is a legal resident of another state, 
the other state having such jurisdiction. 
(Letter, Income Tax Division of Mississippi, 
October 10, 1950.) 


Defense Is Expensive 


Along with economy in government 
expenditures and credit restrictions, the Com- 
mittee for Economic Development recom- 
mended higher taxes in a statement last 
August that expressed the Committee’s 
policy to achieve a balance between total 
demand and total supply while military ex- 
penditures are rising. Last November, 
CED’s Research and Policy Committee 
recommended a tax program, and it is in- 
teresting to look back at it in the light of 
such recent developments as the passage of 
the excess profits tax and the President’s 
large-scale requests for additional revenues. 


The program was designed to do three 
things: 

(1) Produce a substantial surplus in the 
federal cash-consolidated budget in the first 
half of calendar 1951, in addition to the 
effect of seasonally high tax receipts every 
spring. This means that revenues should 
equal or exceed expenditures in the cash- 
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consolidated budget under conditions of 
high employment without inflation. Budget 
policy should not rely on further inflation 
to balance the budget. We should take ad- 
vantage of the opportunity that will exist 
in the first half of 1951 to put a definite stop 
to inflation and thereby weaken the general 
expectation of more inflation. If inflation 
is not stopped by mid-1951, it will be much 
more difficult to stop later. 


(2) Balance the federal cash-consolidated 
budget in the second half of calendar 1951. 
To run a surplus in the second half would 
be more difficult than in the first half, since 
expenditures will be larger then, and if the 
inflationary trend has been arrested in the 
first half a surplus in the second half will 
be less necessary. Balancing in the second 
half would be the minimum contribution 
to be required of tax policy for economic 
stability. 


(3) Provide for revision and reform of 
the federal tax structure so that the large 
revenues that may be needed for a long 
time to come may be raised equitably and 
with least impairment to enterprise and 
productivity. 


To achieve these objectives the committee 
suggested: 


(1) Revise the corporate profits tax so 
that it consists of a basic rate of thirty- 
eight per cent (eighteen per cent on profits 
under $25,000) plus a defense profits tax at 
a flat rate on all corporate. profits. This 
revision should take effect January 1, 195}, 
and should expire December 31, 1951. We 
recommend that no excess profits tax be im- 
posed and that an additional tax at a flat rate 
be used to raise needed revenue from corpo- 
rate profits. 


(2) Levy .a defense addition to the indi- 
vidual income tax at a flat percentage rate 
on net income in excess of exemption and 
the present tax. As in the case of the cor- 
porate tax, this addition should go into 
effect January 1 and expire December 31, 
1951. 


(3) Revise the federal excises to ration- 
alize the structure of rates and coverage 
and to increase the yield. This should go 
into effect sometime in 1951, perhaps July 1. 


The increased yield of excises added to 
the yield of present taxes plus the tempo- 
rary increases proposed for immediate en- 
actment should be sufficient to balance the 
budget in the second half of calendar 1951. 


(4) During 1951 give the full considera- 
tion that is required to a revision of the 


February, 1951 e TAX ES— The Tax Magazine 





eelacicaicxryedieoeskins aun Fast 





indiv 
take 
temp 
at tk 
in geé 
raisi1 
sourt 
supp 
prod 


Fed 
on | 


Ty 
exch 
tax 
Bure 
feret 
tary 
state 
men 
for t 
lina 

i 
cove 
tax 


bilit 


has 
beet 
prac 
cien 
und 
at ¢ 
sult 
and 
req 





set 
on 
id- 
‘ist 
op 
ral 
ion 
ich 


ted 
51. 
ald 
ace 
the 
the 
vill 
nd 
ion 
nic 


of 
rge 
yng 
and 
ind 


so 
“ty- 
fits 
: at 
‘his 
51, 
We 
im- 
yate 


r po- 


ndi- 
rate 
and 
cor- 
into 


ion- 
age 
- go 
y 1. 
1 to 
ipo- 
en- 
the 
951. 


era- 
the 








; 
3 
E 


individual and corporate income taxes to 
take effect January 1, 1952, replacing the 
temporary increases which would expire 
at the end of 1951. This revision should, 
in general, be addressed to the problem of 
raising the revenue required from these two 
sources fairly and in such ways that will 
support the maintenance of high economic 
productivity. 


Federal and State Cooperation 
on Income Tax Auditing 


Two test projects were started for the 
exchange of audit information on income 
tax returns between states and the federal 
Bureau of Internal Revenue, after a con- 
ference in April, 1949, between the Secre- 
tary of the Treasury and representatives of 
state and local governments on intergovern- 
mental fiscal problems. The states selected 
for the initial installations were North Caro- 
lina and Wisconsin. 


The plan is designed to provide a broader 
coverage over both federal and state income 
tax returns and to test the value and feasi- 
bility of exchanging audit information. 


A recent survey disclosed that the plan 
has been successful, and local officials have 
been generally enthusiastic. Under present 
practices, the program relates only to defi- 
ciencies in taxes, but the Bureau wants it 
understood that it is willing to inform states 
of all cases of adjustment, whether the re- 
sult is a deficiency or an overassessment 
and overpayment. So far the states have 
requested only information on deficiencies. 


Easy-Method Tax Chart 


The chart on the following two pages— 
submitted by Ludwig B. Prosnitz, a New 
York CPA—serves as a general guide and 
as a calculator for combined federal and 
New York State taxes on both community 
and individual bases. 


The following are explanatory 
the chart: 


notes to 


(A) Net taxable income categories herein 
are based upon changes in surtax brackets 
and rate reductions embodied in the Rev- 
enue Act of 1950. 


(B) Exact tax may be calculated on any 
amount of net income. For example, assume 
it is desired to ascertain amount of federal 
income tax of a married individual whose 





net income is $39,500 after personal exemp- 
tions have been deducted. 


The chart indicates that tax 
(community basis) on net in- 
come of $38,000 is.......... 

and that “rate on excess” on 
net income between $38,000 
and $40,000 is 48.23 per cent. 

Therefore, tax on $1,500 excess 
at 48.23 per cent is......... 


$12,216.60 


723.45 


and total federal tax is 


$12,940.05 


Tax applicable to single individual may 
be similarly calculated and on net income 
of $39,500 would amount to $17,633.45. Like- 
wise, the New York State tax on net income 
of $39,500 would be $2,263.50. 


(C) “Net taxable income” after personal 
exemptions and credit for dependents have 
been deducted as follows: 


New York 
Federal State 
Married person or head 
|e $600 $2,500 
Credit for spouse ...... 600 
Single person ......... 600 1,000 
Credit for each dependent 600 400 


(D) Average rate per cent shows what 
percentage of taxpayer’s net taxable income 
is absorbed by the respective taxes. 


(E) Assumes filing of joint return in be- 
half of husband and wife. Calculated by 
dividing “net taxable income” in half after 
deducting personal exemptions, applying rates 
of Revenue Act of 1950 and multiplying 
result by two. 


(F) Calculated by applying rates of Rev- 
enue Act of 1950. 


(G) New York State tax reflects reduc- 


tion.of ten per cent authorized by the legis- 
lature for 1949. 


(H) Total federal and New York State 
tax on “community” and “individual” bases 
respectively. 


(I) Maximum alternative tax of twenty- 
five per cent (fifty per cent of fifty per 
cent) on long-term capital gains may be 
applied on “individual” income in excess of 
$20,000 and “community” income in excess 
of $40,000. 

(J) Percentage reductions allowed by Rev- 
enue Act of 1950 changed at this point. 


(K) Total tax may not exceed —~ per 
cent of net taxable income. 





* Extra exemption of $600 allowed for 
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tax- 
Payer or spouse reaching the age of sixty-five 


and additional exemption of $600 is allowed if 
taxpayer or spouse is blind. 
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Who Told You That? 


Since its organization, a corporation relied 
upon a well-experienced and reputable ac- 
countant to prepare its tax returns and to 
advise it generally regarding tax matters. 
The accountant participated in the organ- 
ization of the taxpayer and in that of its 
majority corporate stockholder, and he had 
more than twenty years’ experience in ex- 
tensive tax work. 


For each of the years ending March 31, 
1941 to 1946, inclusive, the taxpayer, rely- 
ing on the advice of the accountant, an- 
swered “No” to the question as to whether 
it was a personal holding company, and 
did not file a personal holding company 
return. At all times the accountant had 
pertinent information from which he could 
determine the personal holding company 
status of his client. The income involved 
consisted principally of royalties for patents. 


The Tax Court held that, although the 
taxpayer was liable in each of the taxable 
years for a personal holding company sur- 
tax, a liability that it conceded, it was not 
liable for penalties for failure to file the 
required returns. The failure to do so was 
due to reasonable cause and not due to 
wilful neglect. (Watkins Patents, Inc. v. 
Commissioner, CCH Dec. 18,010(M).) 


In a 1948 case that went to the court of 
appeals, the same kind of tax was involved, 
and the taxpayer had the same reason for 
not filing the necessary returns. But in that 
case the reviewing court upheld the Tax 
Court that the taxpayer had not acted “with 
ordinary business care and prudence.” The 
president of the petitioning corporation was 
_unfamiliar with federal income tax laws and 
turned the matter over to an accountant 
who turned out to be just as unfamiliar with 
the federal laws. The president, as an 
‘Sntelligent man,” had no reason to rely on 
the accountant, and a twenty-five per cent 
penalty was imposed. . 


It seems that when you ask an account- 
ant whether or not you are a personal hold- 
ing company it makes a difference that the 
accountant ought to know what he is talk- 
ing about. 


Highway Revenue Misdirected 


Concentration of available road funds on 
highways necessary to the defense effort 
and a fair division of highway costs be- 
tween highway users and the general tax- 
paying public is called for in a study of 
the nation’s highway finances by the Amer- 
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ican Petroleum Industries Committee. The 
analysis indicates that a great proportion 
of the four billion dollars spent annually 
on roads and streets is not being used in 
accordance with present-day traffic needs 
and that an increasing share of road costs 
is being unfairly shifted to the motorists. 


Citing the need for concentrating high- 
way tax money on main traffic arteries, 
the study shows that eighty-one per cent 
of automotive travel is concentrated on 
some 626,500 miles of principal rural and 
urban highways. The remaining nineteen 
per cent of travel is spread over 2,701,000 
miles of local roads and streets. 


Only twenty-six cents out of every dollar 
collected in highway-user taxes is being 
used for construction of main highways, 
and support of road construction projects 
through general taxes has greatly decreased 
in recent years. With motor vehicle regis- 
trations up fifty-seven per cent over 1939, 
motor vehicle travel has increased sixty-one 
per cent and gasoline consumption, reflect- 
ing the increased use of truck transportation, 
has risen even more—seventy per cent. 


As a result, revenues from motor vehicle 
taxes have jumped to record highs in the past 
ten years. The yield from each cent of the 
various state gasoline taxes has risen from 
$194,890,000 in 1938 to $326,219,000 in 1949, 
an increase of sixty-seven per cent. The 
sharp jump in revenue from motor fuel taxes 
—from $772,000,000 in 1938 to $1,475,000,000 
in 1949—is due primarily to the tremendous 
expansion in highway use of gasoline ve- 
hicles. Revenues from all state highway- 
user taxes have increased from $1,177,000,000 
in 1938 to $2,308,000,000 in 1949. 


A major reason why only twenty-six 
cents of the highway-user tax dollar is 
being spent on main highways is the in- 
creasing amount of motor vehicle revenue 
being returned by the states to local units 
of government. In 1938, only $280,000,000 
was turned back to the cities and counties 
for local road expenditures. In 1949, more 
than $635,000,000 was allocated to local 
units. 


The High Cost of Paying Taxes 


Libbey-Owens-Ford Glass Company, al- 
though probably not the biggest taxpayer 
in the country, must be high on the list of 
the most complex. The tax department of 
LOF files more than 300 separate tax re- 
turns in twenty-two states and handles 
23,000 informational tax returns annually. 
The company has factories in five states. 
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President's 
Budget Message. . . 
Economic Advisers’ Report 


Washington Tax Talk 





Our Cover 


The chart on the cover (reproduced below) 
was prepared by the Bureau of the Budget in 
illustration of the President’s budget mes- 
sage, reported following. The chart appear- 
ing in this section is from the same source. 


The President 


Legislation to raise 16.5 billion dollars 
over and above the 55.1 billion dollars anti- 


cipated from existing tax laws was recom- 


mended to Congress by President Truman 
in his budget message for the fiscal year 
1951-1952. Specific tax proposals are to 
be submitted later in a separate report. 


Where it will come from... ._ 
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Direct Taxes on Individuals 
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Mr. Truman left no doubt that he plans 
to follow the recommendation of his Council 
of Economic’ Advisers (see below) regard- 
ing higher personal income taxes. He said: 


“High taxes are indispensable to our suc- 
cessful mobilization. They are required to 
preserve confidence in the integrity of the 
government’s finances, to distribute the 
heavy financial costs of defense fairly among 
all the people, to reduce excessive demand 
for raw materials and industrial products 
required for national defense, and to choke 
off inflationary pressures. We cannot as a 
nation buy a defense establishment of the 
size that is now being constructed and still 
as individuals expect to spend our money 
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1952 Receipts Exclude New Tax Propesals 





to the same degree as before for normal 
peacetime purposes.” 


National security, through the programs 
of military preparedness and foreign aid, 
accounts for 48.9 billion dollars in the pro- 
posed budget—nearly sixty-nine per cent of 
total expenditures. This is a ninety per cent 
increase over similar expenditures for the 
current year, Mr. Truman said. Further, 
“Figures shown in this budget for both the 
military and the international security pro- 
grams may be subject to substantial adjust- 
ment as the defense program progresses.” 


Sharp rises are anticipated in tax collec- 
tions under existing legislation, the President 
said. Direct taxes on corporations are ex- 
pected to rise 6.4 billion dollars. “The com- 
bined effects of the Revenue Act of 1950, 
the Excess Profits Tax Act, and peak levels 
of corporate profits are reflected in this 
result.” 


Thanks to “a full year of operation under 
the Revenue Act of 1950” and higher rates 
of personal earnings, individual income taxes 
are expected to be 4.4 billion dollars higher 
even without new legislation, the President 
said. The only tax category expected to 
decrease in 1951-1952 is from excise taxes 
on certain manufactured goods affected by 
shortages of materials. However, Mr. Truman 
added, “Receipts from other excises and all 
other major sources will increase.” 
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Controls on a broad front were recom- 
mended—production and distribution con- 
trols through prevention of excess inventories, 
allocation of critical materials to defense 
needs and limitation of civilian production. 


Price and wage controls, Mr. Truman 
said, have not been necessary until now; 
however, “We are beginning to impose price 
and wage controls. Extension of such con- 
trols now appears inescapable.” 


Extension of both rent and export con- 
trols was recommended; in the case of rents, 
the President asked for provision for recon- 
trol in defense areas. 


The present period of high employment 
is the best time to “bring the self-supporting 
unemployment insurance system up to date,” 
said Mr. Truman. He recommended in- 
creased benefits and extension of coverage, 
“which has not kept up with that of other 
social insurance programs.” 


The Council of Economic Advisers 


Higher personal income taxes to siphon 
off increased purchasing power, supplemented 
if necessary by some form of forced saving, 
are recommended by the Council of Eco- 
nomic Advisers in the group’s fifth annual 
report to the President. 


Since these three men—Leon Keyserling, 
John D. Clark and Roy Blough—are the 
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President’s top advisers on broad economic 
policy, the shift in their thinking may be of 
great significance. 


In the pre-Korea report the council recom- 
mended as an over-all objective an effort to 
keep prices at existing levels and permit 
personal incomes to rise slowly. Today, 
in a preparedness economy with more money 
in the pay envelope and less goods available 
to sop up this new purchasing power, the 
council favors getting the money out of cir- 
culation. 


Pointing out that in our new situation 
government must postpone or cut back many 
types of expenditures which would be ad- 
visable in peacetime, the council says, “When 
everything to this end has been done, it 
is inevitable that the reductions will be far 
outweighed by the increases in defense 
expenditures.” 


The council strongly recommends a pay- 
as-we-go policy to finance the defense effort, 
commenting, “Borrowing has its place in 
the financing of a short, intensive effort; 


but it is dangerous for a long drawn-out . 


effort. The ‘pay-as-you-go’ principle should 
not be relinquished unless it should become 
absolutely hopeless to maintain it.” 


Three principal considerations for 1951 
tax policy were recommended: 


(1) “If the taxes are to have the desired 
effect in offsetting inflation, they must be 
imposed where they will reduce spending. 
The tax program must be adjusted to the 
cold fact that longer hours and harder work 
will swell the volume of personal income, 
while for a year or two at least the total 
volume of consumer goods cannot be ex- 
panded and may have to be reduced.” 


(2) “The distribution of taxes should be 
such as to promote the maximum coopera- 
tion of the public in accepting necessary 
sacrifices and restraints during the defense 
period. This means that the public must 
believe that the tax system spreads the burden 
fairly. The excess profits tax and the 
progressive income tax are generally ac- 
cepted as necessary parts of a fair tax sys- 
tem under current conditions.” 


(3) Taxes should be used, says the coun- 
cil, “to reduce the demand for commodities 
in particularly short supply. Heavy excise 
taxes on scarce commodities do this by 
raising their effective price to the consumer. 
The resulting price increase . . . does not 
add to the profits of business or stimulate 


the demand of wage earners to share in such 
profits.” 


Washington Tax Talk 


Congress 


Chairman Doughton of the House Ways 
and Means Committee plans to consider leg- 
islation for renegotiation of defense con- 
tracts and for continuation of the Reciprocal 
Trade Law before the subject of a new tax 
bill is brought up. Hearings on the new 
tax law are tentatively scheduled to begin 
on February 5. 


The dying Eighty-first Congress passed 
to the President, who approved it, H. R. 
9794, which amends the Code section gov- 
erning involuntary liquidations for taxpayers 
using the last-in-first-out inventory method. 
As amended, the Code now provides that 
for any taxable year ending after June 30, 
1950, and prior to January 1, 1954, the net 
income of the taxpayer can be readjusted if 
the depleted inventory is replaced in a tax 
year ending before January 1, 1956. 


Under P. L. 908, approved January 2, time 
limitations for filing returns, paying taxes 
and beginning proceedings in the Tax Court 
may be deferred for servicemen and certain 
others for as long as they are in a combat 
zone, in a hospital outside the continental 
United States on account of combat zone 
injuries, and 180 days thereafter. 


Supreme Court 


Application for review has been made in 
the Mine Hill & Schuylkill Haven Railroad 
Company case (50-2 ustc J 9458), in which 
the Third Circuit Court of Appeals held that 
a loss had not occurred in the tax year in 
question when lengths of track, for many 
years neither operated nor maintained, were 
formally abandoned in the year a deduction 
was claimed. 


The Supreme Court has declined to review 
four recent Tax Court decisions, in the 
Grant income tax evasion case (50-2 ustc 
| 9412); First National Bank of Mobile (50-2 
ustc { 9372), which involved deduction by 
the estate of a deceased partner of the 
excess of market value of the decedent’s 
share of the inventory over the cost as used 
in determining the partnership income; the 
Schnitzer case (50-2 ustc J 9410), in which 
it had been held that advances by a partner- 
ship to a corporation constituted capital 
investment rather than loans, and therefore 
no bad debt loss was allowable; and in the 
Swirin case (50-2 ustc J 9384), in which it 
was held that when no part of an amount 
paid to a retiring law partner was allocable 
to uncollected fees, the amount was capital 
gain rather than ordinary income. 
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The Commissioner 


“Only a short time will be available be- 
tween the release of the excess profits tax 
computation schedule and the March 15 
filing date,” according to George J. Schoene- 
man, Commissioner of Internal Revenue. 


Speaking before the Philadelphia Chapter 
of the Tax Executives Institute, the Com- 
missioner reported that a rider for the cor- 
poration income tax return called “Schedule 
N (Form 1120)” is now available. On this 
rider a corporation can ascertain if its in- 
come is exempt from the excess profits tax. 
If this is the case—and he estimated that it 
will be the case in 500,000 corporations— 
filing of the schedule is all that will be 
required. 


For corporations with an excess profits 
tax liability, “Schedule EP (Form 1120)” is 
now being prepared. These schedules should 
be requested from the local collector, the 
Commissioner advised, because they will 
not be mailed otherwise. He predicted they 
will be available about March 1 and sug- 
gested writing in advance, requesting two 
copies, to the local collector. 


Yearly rates of return for industry groups 
are now being compiled, he said, but the 
figures which will be available late in Feb- 
ruary will still be only tentative. Adjust- 
ments will be made as necessary when the 
final rates are available. 


Extensions for filing of returns will be 
granted “where such extension appears war- 
ranted,” he said. The extensions will be on 
an individual basis, and any extension carries 
with it the obligation to file a tentative 
return on or before the due date and to 
pay at least thirty per cent of the tax esti- 
mated to be due. 


| piensa Sits Commissioner has 
announced acquiescence in the following 
decisions of the Tax Court: 


Putnam, CCH Dec. 17,785. Pension pay- 
ments to the retired president of a corpora- 
tion were continued to his widow after his 
death. The Tax Court held that the pay- 
ments were voluntary rather than contractual 
and were deductible only for a “limited 
period”—twenty-four months in this case— 
as provided by the Regulations. 


Standard Envelope Manufacturing Company, 
CCH Dec. 17,779. A corporation had sold 
a property but retained the right to lease 
it back for a twenty-five year term. Because 
the corporation had a business purpose in 
making the sale, a loss sustained on the 
transaction was held to be deductible. 





Falk, CCH Dec. 17,780. A taxpayer was 
paying to his sister from a trust both a 
mandatory sum and further amounts neces- 
sary for her support. Since both the manda- 
tory and the discretionary payments were 
paid by direction of the grantor, they were 
not taxable to him as income. 


Seven-Up Company, CCH Dec. 17,656. A 
bottling company included in its sales price 
to franchised bottling plants amounts to be 
used in national advertising. The Tax Court 
held the money was a trust, and not taxable 
as income to the parent company. 


Hallbrett Realty Corporation, CCH Dec. 
17,810. The mere fact that two men each 
owned half of a stock does not itself make 
them partners, and interest accrued but un- 
paid on a mortgage was allowed as deduc- 
tible by the Tax Court. 


Massillon-Cleveland-Akron Sign Company, 
CCH Dec. 17,783.. The excess of a fire in- 
surance award allocable to destroyed ma- 
chinery was not taxable, the Tax Court held, 
where it was part of a lump-sum payment 
which was not in excess of total damages 
to buildings, machinery and equipment. 


Atkins, CCH Dec. 17,799. Although the 
taxpayer was the beneficiary of a judgment 
ordering a note to be executed in her favor, 
she realized no income on the cash basis, 
the Tax Court ruled, when the note was not 
actually received within the taxable year. 


Collins, CCH Dec. 17,505. A mother trans- 
ferred her twenty-five per cent interest in 
a partnership to her son, under provisions 
which included payment by him of five per 
cent of profits to her for life. When the 
son transferred the twenty-five per cent in- 
terest to his wife, the Tax Court ruled that 
she could not be taxed on the five per cent 
of profits payable to the mother. 


Columbia River Orchards, CCH Dec. 17,844. 
Sale of assets of a liquidating corporation 
took place after the fractional part of the 
year covered by the Commissioner’s defi- 
ciency notice, and the Tax Court held the 
Commissioner could not amend his notice 
and tax them. 


Klein, CCH Dec. 17,766. Participations in 
mortgage pools acquired during 1935-1944 
were not of such continuity or frequency as 
to constitute the taxpayer a dealer in securi- 
ties. There was no evidence of any sales 
activity, solicitation or advertising, and the 
Tax Court held that the securities were 
acquired for investment or speculation, and 
capital gain was realized from payments in 
retirement of mortgage certificates. 
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How to Value 
Dealer-Distributor Franchises 


By JOHN C. BRUTON 


FEBRUARY, 1951 





Vol. 29, No. 2 


DOES A CANCELLABLE LICENSE TO SELL A NATIONALLY 
KNOWN PRODUCT HAVE GOOD-WILL VALUE? MR. BRUTON, 
A SOUTH CAROLINA LAWYER, REVIEWS PERTINENT DECISIONS 


\W HEN A BUSINESS has consist- 
ently earned profits of more than a 
reasonable return upon the “fair value” of 
the tangible assets of the business, it is 
usually claimed that the business is “worth” 
more than the total of the value of its 
tangible assets. This, however, is a super- 
ficial conclusion and may not stand up un- 
der analysis. 


The purpose of the valuation may have 
an important bearing on what the business 
is “worth.” The Interstate Commerce 
Commission, for example, differentiates 
sharply between “value for rate-making 
purposes” and “commercial” or “market” 
value where the concept of value followed 
is the price at which the property would be 


‘See Bonbright, Valuation of Property, Vol. 
II, p. 1106. 

*See Boston Chamber of Commerce v. City 
of Boston, 217 U. S. 189 (1910). 

’ Professor Bonbright (work cited, footnote 1, 
Vol. I, p. 3) dramatized the differences in 
value for different purposes in the following 
illustration : 

“An electric light and power company is or- 
ganized under the laws of one of our forty- 
eight states for the purpose of constructing and 
operating a power plant and distributing sys- 
tem. The cash cost of the construction is 
$10,000,000, against which the company issues 
$15,000,000 par value of bonds, preferred stock, 
and common stock. 

‘Several years after the promotion of this 
enterprise, the State Public Service Commission 
values the property in order to determine the 


Dealer-Distributor Franchises 


sold by a willing seller to a willing buyer.’ 
In eminent domain cases, the question is 
considered as “what has the owner lost, not 
what has the taker gained.”? In consider- 
ing a dealer-distributor franchise, the taker 
has gained nothing, because there is nothing 
which can be sold, but the owner has lost 
a source of profits to himself.* 


A realistic approach to the question of 
valuation recognizes also the size of the 
business being valued. Marketability of 
assets is an important consideration, regard- 
less of the purpose of the valuation, and it 
is unlikely to be present where the valua- 
tion is of a “large incorporated business, 
the sale of which is not contemplated and 
realization price of which would depend 


reasonableness of the rates which are being 
charged by the company. The commission 
finds a value for rate-making purposes of 
$11,000,000, but on appeal the company secures 
from the United States Supreme Court a holding 
that the ‘fair value’ of the property is not less 
than $13,000,000. 

“While the Public Service Commission has 
been’ making the above appraisal, a different 
branch of the government, the State Board of 
Tax Assessors, has assessed the property for 
the purpose of the general property tax. For 
this purpose, however, the value has been fixed 
at $8,000,000. 

“Two or three years later, the public utility 
runs into financial difficulties, with the result 
that a receiver is appointed. After a delay 
of many months, a recognization takes place 

(Footnote continued on following page) 
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the manufactured product. 


Throughout this discussion, the term ‘‘dealer-distributor franchise” will be used 
to mean the right to sell, either at retail or at wholesale, products which are 
manufactured or processed by an unrelated concern. 
have unrelated distributors covering a particular area or geographical section, 
and this distributor may have many dealers furnishing the retail outlets for 
Some manufacturers maintain their own distri- 
buiion centers and operate exclusively through dealers. A distributor gener- 
ally is a wholesaler or jobber, whereas the dealer is a retailer. The franchise, 
when the manufacturer acts as his own distributor, is usually with a dealer, 
whereas when the manufacturer operates through an independent distributor, 
ihat distributor will have a franchise with the company and will make separate 
contracts with each of the dealers in its territory. 


Many manufacturers 








largely on the accident of a favorable nego- 
tiation with investment bankers.”* For 
many purposes of valuation, the question is 
treated as a “commercial” or “market” one, 
that is, such value as a willing and informed 
buyer would pay to a willing and informed 
seller” The most important single factor 
in the valuation of a business where the 
“commercial” or “market” value is to be 
determined is the source of its excess earn- 
ings. If the business is a manufacturing, 
mining or processing one, these excess earn- 
ings may be attributable to a patent, a li- 
cense, a secret formula, etc. Where this is 
found, the patent, license, secret formula, 
etc., must be separately valued. If, on the 
other hand, the business is a selling organ- 
ization, the excess earnings may be at- 





(Footnote 3 continued) 

by means of a foreclosure of the corporate 
mortgage. At the foreclosure sale the entire 
property is sold to the recognization commit- 
tee for the sum of $5,000,000, which is the upset 
price fixed by the court as representing the 
value of the assets. 

“As soon as the recognization committee 
makes the purchase for $5,000,000, it transfers 
the property to a new corporation, receiving 
in exchange an assortment of stocks and bonds 
amounting to a total par value of $12,000,000. 
Before issuing these new securities, the com- 
mittee is obliged to secure the approval of the 
Public Service Commission, under its authority 
to regulate all public-utility securities. The 
approval is given after strenuous opposition on 
the part of counsel for the cities served by the 
company and also on the part of a minority 
of the commission, who insist that the ‘fair 
value’ of the property is clearly less than 
$12,000,000. 

“The final chapter in the history of this 
cOmpany is the condemnation of the property 
by the state, which takes it over as a state- 
owned enterprise under its power of eminent 
domain. The price paid by the state is deter- 
mined by a jury under careful instructions by 
the trial judge. A figure of $16,000,000 is 
awarded, and the award is confirmed on appeal 
by a higher court.”’ 

* Bonbright, work cited, footnote 1, Vol. I, 
p. 234; see, also, p. 235: 
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tributable to a lease, a contract, a dealer- 
distributor franchise, abnormal demand for 
a product and the like. Whether the busi- 
ness is a manufacturing or selling one, its 
excess earnings may be due to the out- 
standing personal qualifications of an in- 
dividual associated with the business. 


Excess Earnings Traced 
to Dealer-Distributor Franchise 


To the extent that excess earnings are 
traced to a dealer-distributor franchise, they 
refute good-will value. 


Excess earnings traceable to a definite 
source other than customer preference can- 
not be considered as attributable to good 





“The difficulty here is fundamental and is 
due to the fact that, from a valuational stand- 
point, the concept of an enterprise as distin- 
guished from the separate ownership interests 
in the business is an abstraction from reality. 
The question, What is the Pennsylvania Rail- 
road worth? has no definite meaning, since 
ownership of this gigantic property by a single 
individual (or even by a group of individuals 
with common interests) is practically impossi- 
ble. If we wish to be precise in, our concepts 
of value, we must ask, What is Smith’s fifty- 
share stockholding in this company worth to 
Jones? The previous question is artificial, just 
as is the question, What is the attitude of 
‘England’ toward the war in Ethiopia? or, How 
does ‘the South’ feel about the negroes?”’ 

5 The regulation of the Bureau of Internal 
Revenue dealing with the valuation for estate 
tax of property in general reads in part as 
follows: 

“The value of every item of property in- 
cludible in the gross estate is the fair market 
value thereof at the time of the decedent’s 
death; or, if the executor elects in accordance 
with the provisions of section 81.11, it is the 
fair market value thereof at the date therein 
prescribed or such value adjusted as therein 
set forth. The fair market value is the price 
at which the property would change hands be- 
tween a willing buyer and a willing seller, 
neither being under any compulsion to buy or 
to sell.’’ 
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will. In Kaffie® it was held that the large 
earnings of a building-supply partnership 
for several years prior to Mr. Kaffie’s death 
were attributable to the abnormal demand 
for building supplies and not to any good 
will. The court said that large earnings 
do not necessarily imply a good-will value. 


The Tax Court has always repudiated the 
view that excess earnings due to the out- 
standing qualifications of an individual asso- 
ciated in the business are attributable to 
good will. Mertens,’ in his section on the 
valuation of good will, says: 


“Tt is obvious that in many instances the 
earnings above a fair return of the tangible 
assets may be attributable to a number of 
factors other than good will. They may be 
due, for instance, to the outstanding genius 
of an individual, such as the late Henry 
Ford, in meeting the public’s taste and fancy 
in the automotive field, in spite of the long 
and successful history of the Ford company 
in producing satisfactory cars and, later, 
war materials.” 


Although there has been some attempt 
by the Commissioner of Internal Revenue 
to claim a good-will value where excess’ 
earnings are attributable to a  dealer- 
distributor franchise, the Tax Court has 
refused to accept this attempt. In Akers’ 
the assets of a corporation engaged in the 
automobile-agency business were distributed 
to the taxpayer, as sole stockholder, upon 
the dissolution of the corporation. It was 
held that no amount was received by the 
taxpaver for good will. In Savidge,? the 
Tax Court held that a dealer franchise for 
Plymouth and Dodge automobiles had no 
good-will value upon liquidation, although 
it had produced a large income and was 
extended to the stockholders upon liquida- 
tion of the corporation. In the Akers case 
also, it was held that the fact that the Gen- 
eral Motors Corporation had agreed in ad- 
vance of the dissolution of the corporation 
to enter into new agreements with a new 
proposed partnership, when formed by peti- 
tioner and his wife, did not alter the situa- 
tion. In Mittelman,° the Tax Court again 
refused to include in good will any value 
for a cancellable license to sell nationally 
advertised products. The court said that 
the license did have value but should not 
be included as good-will value. 

In the Savidge case, the court said: 

“The principal assets possessed by S. L. 
Savidge, Inc. at the time of its liquidation 
were the Direct Dealer and Wholesale 

°CCH Dec. 11,870, 44 BTA 843 (1941). 


™Mertens, Law of Federal Income Taxation, 
Vol. 10A. 
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Parts franchise granted to it by the Dodge 
Division of the Chrysler Corporation. They 
were, as One witness stated, the foundation 
of its business and responsible for its large 
income. These franchises were non-assignable 
and either party had the option to terminate 
them ‘upon not less than ninety (90) or not 
more than ninety-five (95) days’ written 
notice’. They were terminable immediately 
without notice in the event of the institution 
of proceedings for dissolution. They gave 
the corporation the right to buy and sell 
Dodge and Plymouth cars, and parts there- 
for, in a specified territory. As adjuncts 
to this business the corporation operated 
used car, service and repair, and insurance 
departments. 


“The only other intangible asset suggested 
by the respondent is good will. In In re 
Brown’s Will, 242 N. Y. L., 150 N. E, 581, 
Mr. Justice Cardozo referred to this term 
as embracing those factors which give ‘a 
reasonable expectation of preference in the 
race of competition’. The factor which gave 
S. L. Savidge, Inc. such an expectation were 
[stc] the franchises to sell Dodge products. 
Customers were attracted to its place of 
business because they were interested in 
such products, This was the general con- 
census of opinion of the witnesses who tes- 
tified at the trial. Any good will which the 
corporation may have had, therefore, was 
created by and embodied in the franchises; 
and when they were lost or terminated, the 
good will created by them ceased to 
CXISE. ...... 


“Our conclusion is that the large earnings 
of the company were attributable to the 
franchise to buy and sell Dodge products; 
that the franchise terminated on July 31, 
1941; that the corporation could not and 
did not distribute it to its stockholders; 
that it had no other valuable intangibles 
which were distributed to them; and that 
the respondent erred in his determination 
that petitioners did not include in their re- 
turns their proportionate shares of all assets, 
tangible and intangible, actually received by 
them in connection with the liquidation. .. .” 


In the Mittelman case, a corporation was 
liquidated and its assets distributed to the 
taxpayer (sole stockholder). The taxpayer 
reported the value of its tangible assets as 
the value of the business. The Commis- 
sioner, however, contended that there should 
also be included in the value of the business 
the value of its intangible good will, to be 
measured by capitalizing its excess earnings. 

8 CCH Dec. 15,073, 6 TC 693 (1946). 


® CCH Dec. 14,578(M), 4 TCM 545 (1945). 
1 CCH Dec. 15,474, 7 TC 1162 (1947). 





This good will was claimed to exist by rea- 
son of the name, the location and the exclu- 
sive right to sell nationally advertised, 
including I. Miller, shoes in the territory. 
The Tax Court found that the corporation 
did not occupy its own store but occupied 
a section of a large department store. It 
found that it did not do business under its 
name but under the name of the department 
store, and it was held that the right to sell 
the exclusive I. Miller shoes was not prop- 
erly good will. The court said: 


“The corporation had exclusive franchises 
for the sale of I. Miller and Carlisle shoes 
in the Cleveland area, but the agreements 
under which these franchises arose were 
oral and for an indeterminate period, can- 
cellable at the will of the manufacturers. 
In spite of their disabilities, these franchises 
were without doubt valuable assets of the 
corporation. But they were assets, within 
themselves, separable and distinguishable 
from all other assets, including good will, 
and susceptible to separate valuation, Simi- 
larly, the lease under which M. A. Mittel- 
man, Inc., occupied the space in the Lindner 
Co.’s department store was doubtless a 
valuable asset of the corporation. It was 
not, however, good will, but a separate asset 
susceptible of valuation as such. 


“These are the factors which, respondent 
argues, go to make up the item of good will 
which he valued at $18,965.13. He admits 
that the chief elements of good will are 
continuity of place (which the Mittleman 
Co. had only by virtue of a nonassignable 
lease) and continuity of name (and the 
Mittelman corporation’s name had never 
appeared before the public in connection 
with the operation of its business). As we 
have seen, whatever value existed in the 
location is attributable to the lease, and no 
value can be attributed to the corporate 
name itself. It seems to us that whatever 
intangible value attached to petitioner’s 
business sprang from the sale of well known 
and respected brands of shoes, and from the 
sale of those shoes in Lindner Co.’s store. 
We can find no basis, in these peculiar cir- 
cumstances, for the allocation of any value 
for good will of M. A. Mittelman, Inc. 
We conclude, therefore, that the respondent 
erred in this particular.” 


In holding that the excess earnings due 
to the franchise are not “good will,” these 
decisions are clearly correct. The purchaser 
of, for example, a Buick automobile usually 
does not much care what distributing com- 
pany sells the car, his desire being the 


particular brand of automobile. The same 
thing would be true of most nationally ad- 
vertised products. However, it should be 
noted that in the Mittelman case the court 
said that such franchises were “without 
doubt valuable assets.” What the court 
meant by this dictum is not clear, but this 
question is discussed later in this article. 
Nevertheless, it ts clear that where a busi- 
ness’s excess earnings are due to a dealer 
or distributor franchise, they cannot be 
attributed to good will. 


Evidence that the excess earnings of a 
business are attributable to the sale of 
nationally advertised products should not 
be overly difficult. The records of most 
business enterprises segregate income and 
expenses between those attributable to the 
sale of new products and repair parts and 
those attributable to the sale of secondhand 
products, service and repairs. Doubtless a 
court will not take judicial notice of the 
fact that the purchases of a nationally ad- 
vertised product are made because of the 
product rather than because it is sold by 
the distributor, It may, therefore, be nec- 
essary to have testimony by important sales- 
men and others who are qualified to testify 
that the sales of new products are for the 
most part induced by a desire of the cus- 
tomer for that product. 


Possibility of Valuation 


Is a dealer-distributor franchise property 
which may be valued? 


Transferability 


The standard form of franchise is non- 
transferable or may be cancelled by the 
manufacturer immediately upon assignment. 
It thus runs head on into the concept of 
valuing property on a “market” or “com- 
mercial” basis, that is, the sales price be- 
tween a willing and informed buyer and 
seller. While the dictum in the Mittelman 
case ignored this inconsistency, the Novyes- 
Buick Company™ case held that since the 
franchise was nontransferable, it could not 
be of value for tax purposes. There the 
Revenue Act of 1921 provided for an excise 
tax upon the fair value of the net assets 
of all corporations. The value required to 
be reported was the “commercial” or “mar- 
ket” value. In a deficiency letter to the 
taxpayer, the Commissioner described the 
value as follows: 


“The value required is not liquidating 
value, or a value which might be computed 





11 Noyes-Buick Company v. Nichols, 14 F. 
(2d) 548 (DC Mass., 1926). 
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under certain assumed conditions, but a 
present-day going concern value, which 
embraces not only the tangible worth, but 
also the entire potentiality, of the corpora- 
tion for earning profit... .” 


The company filed a return based upon 
the value of its tangible assets. The Com- 
missioner of Internal Revenue increased the 
value shown on the return by about $800,000 
and made an additional assessment on this 
basis. The Commissioner assumed that be- 
cause there were substantial earnings in 
excess of a fair return on the tangible as- 
sets, there was good-will value in the busi- 
ness. The taxpayer was a distributor in 
New England for Buick automobiles and 
parts. These were sold under a distributor- 
ship contract with the Buick Motor Com- 
pany. The contracts were for one year, 
carried no right of fenewal and were can- 
cellable upon a thirty-day notice in writing 
by either party. They specifically provided 
that they were not assignable. The distribu- 
tion of its products by distributorship con- 
tracts was no longer the policy of the Buick 
Motor Company, but it had continuously 


renewed such a contract with the taxpayer. 


because of personal reasons. Mr. Noyes 
had tried unsuccessfully to get the Buick 
Motor Company to cancel his contract and 
issue a distributorship contract to his son. 
In his deficiency letter, the Commissioner 
also stated: 


“The earning capacity, however, shown 
under Exhibit C of the returns, indicated 
that there was attached to the business an 
intangible or good will value which was 
not included in the assets as reported. ... 


“The Bureau is of the opinion that under 
the present conditions the contract has a 
value to your company as a going concern, 
as evidenced by the earning capacity, and 
that such value should be included in the 
amounts reported in the returns for the 
period under review.” 


In holding that the distributorship con- 
tract had no good-will value, the court was 
influenced, primarily, by the fact that a 
contract terminable at will cannot be sold 
and, secondarily, by the fact that the policy 
of the Buick Motor Company was no longer 
to distribute by means of such contracts. 
The court said: 


“It is apparent that a very unusual situa- 
tion was presented—a company doing an 
extensive business, based on its ability to 
obtain in large quantities and to sell exclu- 
sively through a populous territory a pop- 





ular make of automobiles, the ability to 
obtain the cars and to hold the exclusive 
territory, resting on the personal relations 
between the owner of the selling company 
and the managers of the manufacturing 
company. Obviously the good will of such 
a business is dependent on the life of the 
owner of it, and on the continuance of the 
friendly feeling for him by the managers 
of the other company. With every regard 
for the Commissioner’s determination, I 
cannot believe that any reasonable person 
would pay any substantial sum for good 
will, resting on such an insecure and pre- 
carious foundation. ...” 

While the result in this case is sound, nev- 
ertheless the court seemed, understandably 
enough, slightly confused. as to whether the 
excess earnings should or should not be 
attributed to good will. 


Where a nontransferable right or privi- 
lege is attached to other property, the 
nontransferable right or privilege may be re- 
flected in the value of the other property. 
Thus, in a condemnation case where plain- 
tiff had a coal and lumber yard adjoining a 
railroad and had a switch to his premises, 
it was held, in valuing a strip next to the 
railroad to be used for a grade crossing, that 
the switching facilities actually enjoyed by 
the plaintiff should be taken into considera- 
tion but that there should also be taken into 
account the possibility of their being discon- 
tinued, since he had no legal right to their 
continuance. 


“Instances where circumstances which ex- 
ist, but which the owner has no legal right 
to continue to have exist, have been taken 
into account in determining the market value 
of land, are common.” ” 


But where there is no property to which 
the right attaches, even in condemnation 
cases no value is given. In Gorgas v. Phila- 
delphia, Harrisburg & Pittsburgh Railroad 
Company," it appeared that the plaintiff 
had the permission of an adjoining farm 
owner to water his cattle upon the latter’s 
farm. The railroad, by certain improvements, 
cut off his access to the adjoining farm and, 
therefore, to the water. The court held that 
the plaintiff was entitled to no damage, since 
he was merely deprived of what did not 
belong to him. 


A dealer-distributor franchise neither “be- 
longs” to the holder nor does he have any 
“legal” right to its continuance, Further- 
more, it represents no direct cost to the 
dealer (distributor), and it is not attached 





2 New York, New Haven & Hartford Railroad 


Company v. Blacker, 59 N. E. 1020 (S. Jud. Ct. 
Mass., 1901). 
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18 22 Atl. 715 (S. Ct. Pa., 1891). 



















to tangible property which he owns. It can- 
not be sold or disposed of. To assert, there- 
fore, that it may have a separable value, as 
the court said in the Mittelman case, is in- 
consistent with concepts of “property” as 
well as with standards for measuring value 
developed in tax and condemnation cases. 


Renewal of Contracts 


In most cases, the franchise contract runs 
for one year only. Nothing is said about 
renewals, but, as a matter of custom, if the 
relationship is satisfactory to both parties, 
the contract will be renewed from year to 
year. Since the contract expires, by its terms, 
at the end of the stated contract year, any 
estimated earnings attributable to its being in 
force beyond that ‘time must be estimated on 
the assumption that a renewal is so prob- 
able that the probability should be recog- 
nized, The owner of the franchise presumably 
has acquired tangible assets solely from the 
viewpoint of the most favorable realization 
of profits from the franchise; he has built 
up a sales and service organization; he has 
expended large amounts in advertising. Would 
he have expended this thought, energy and 
money unless he had some reasonable as- 
surance that the franchise would continue? 
Is not his customer list of value? 


What is frequently lost sight of, however, 
is that the tangible-asset value requires some 
affirmative use of the property. Even prop- 
erty at the corner of Wall Street and Broad- 
way in New York City would not have value 
if it were not used for any purpose (of course, 
the potential value of such property would 
be enormous). This is not to say that a 
business may not be more valuable than the 
total value of its tangible property; it is 
merely to point out that the tangible valua- 
tion of assets presupposes their normal pro- 
ductive use. If a business showed no 
earnings above the expected future normal 
productive use of its tangible assets, certainly 
no additional intangible value could be 
ascribed to it, but that business might also 
have accumulated the tangible property for 
a maximum realization of earnings. It might 
also have spent large sums in building up 
a sales and service organization in adver- 
tising and developing customer lists. Strategic 
property acquisition, organization, customer 
lists and advertising do not prove the exist- 
ence of value in excess of tangible property, 


14 238 U. S. 153 (1915). 

1% See, e. g., Federal Power Commission v. 
Hope Natural Gas Company, 320 U. S. 591 
(1944). 

16 Regulations 111, Section 29.23(a)-10. 
regulation provides in part as follows: 

“‘As a general rule, unless the lease has been 
renewed or the facts show with reasonable cer- 
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but are merely evidence that the tangible 
property is being used productively. In val- 
uing the properties of public utility com- 
panies for rate-making purposes, a full value 
of the tangible assets requires no separate 
element of value for “going concern” value. 
Initially this was not so. In Des Moines Gas 
Company v. Des Moines,“ Mr. Justice Day 
said: 

“That there is an element of value in an 
assembled and established plant, doing busi- 
ness and earning money, over one not thus 
advanced, is self-evident.” 


In later cases, however, the Supreme Court 
has held that this element of value is re- 
flected in the fair valuation of the tangible 
assets of the business.” 


A similar situation on renewals is found 
in the case of leases.” There the expenses 
of the leasehold—bonuses, real estate com- 
missions, improvements, etc.—are amortiza- 
ble over the period of the lease whether or 
not the lease is, by its terms, renewable, 
unless the facts show with reasonable cer- 
tainty that the lease will be renewed.” Where 
the property is taken under eminent domain, 
no value can be ascribed to a lease beyond 
its term, no matter how probable the ex- 
pectation of renewal. In James Poultry Com- 
pany v. Nebraska City," the plaintiff, under 
a ten-year lease from the Missouri Railroad, 
operated a gasoline, oil and automobile busi- 
ness and poultry business in a building 
adjoining the railroad right of way. Improve- 
ments, gasoline tanks, refrigerating equip- 
ment, etc., were put on the leased property 
by the plaintiff. Nebraska City authorized 
the construction of a viaduct over the rail- 
road’s right of way. The viaduct was about 
thirty feet above plaintiff’s business and 
made it almost inaccessible. Previous to the 
construction of the viaduct, the location was 
a very advantageous one for plaintiff’s busi- 
ness. Plaintiff was allowed compensation 
for the unexpired term of his ten-year lease. 
The court, however, excluded testimony 
offered by the lessee that it was customary 
to renew such leases if the lessee fulfilled 
his covenants and especially where the les- 
see had made substantial improvements as 
in the case at bar. The court said: 


“Customs and usages cannot operate to 
change an express contract. ... A mere ex- 
pectation of renewal based on evidence that 


tainty that the lease will be renewed, the cost 
or other basis of the lease or the cost of im- 
provements shall be spread only over the num- 
ber of years the lease has to run, without 
taking into account any right of renewal."’ 

17 284 N. W. 273 (S. Ct. Neb., 1939). 
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the landlord and tenant were mutually sat- 
ised and were likely to renew does not 
create an interest in land and cannot be 
considered in determining the value of a 
leasehold estate.” 


While a “mere expectation” of renewal, 
based on mutual satisfaction, will not be 
sufficient to warrant the franchise being in- 
cluded in a valuation of the business, where 
so much money has been spent in reliance 
upon a renewal of the franchise that a re- 
newal is a “moral certainty,” the strongest 
case for the inclusion of the separate value 
for the franchise is presented. Here, evi- 
dence as to possible other uses of the tan- 
gible property and other benefits from the 
customer list, organization and advertising 
should be presented where they are avail- 
able. If the manufacturer has paid any por- 
tion of the promotional expense, that fact 
should certainly be brought out. 


Termination of Contract 


The standard form of dealer-distributor 
franchise usually provides that the contract 
may be terminated upon the giving of notice 


within a certain number of days by either. 


the dealer (distributor) or the manufacturer. 
This would indicate that it may not even 
continue for the balance of the contract year. 
The contract is usually terminated immedi- 
ately upon the death of the individual 
franchise holder or the liquidation of the cor- 
porate franchise holder. A continuance of 
the franchise within the family or to the 
individual or group of individuals who own 
the stock of the corporate franchise holders 
is not taken for granted, although many of 
the manufacturers cooperate by attempting 
to work out the reissuance of the franchise 
so that there will be as little change in per- 
sonnel as possible.” Logically, the valuation 
of the tangible assets at their market value 
is inconsistent with a separate valuation of 
the dealer-distributor franchise under the 
normal concept of commercial valuation, that 
is, a willing buyer and a willing seller. A 
valuation of tangible assets assumes a sale 
of those assets. However, if the physical 
properties were sold, the business would 
presumably no longer qualify for a fran- 
chise; such a franchise would be terminated 
immediately upon a sale of the tangible as- 
sets. Nevertheless, a valuation of the fran- 
chise necessarily assumes a retention of those 
assets. Thus a market valuation of the tan- 
gible assets assumes their sale, but a sep- 





arate valuation of the franchise assumes their 


retention.” That is more than a mere in- 
consistency in logic. If the franchise is to 
be valued, the tangible assets cannot be val- 
ued at their “market” value, since they could 
not be sold, and that would seriously impair 
their value for any purpose. In Worchester 
County Trust Company v. Commissioner,” the 
court said: 


“A commodity freely salable is obviously 
worth more on the market than a precisely 
similar commodity which cannot be freely 
sold.” 


Attributing “value” to excess earnings re- 
sulting from a terminable franchise is similar 
to the situation presented where the excess 
earnings of the business are attributable to 
the ability, popularity, skill and capability 
of an individual associated with the busi- 
ness. The association may be terminated, 
and an estimate of future earnings cannot 
be based on the assumption that the asso- 
ciation will continue. The courts have uni- 
formly held that personal qualifications 
cannot be considered in the valuation of a busi- 
ness for estate tax purposes. Paul, in his work 
on federal estate and gift taxation,” says: 


“A decedent can have no property inter- 
est in the personal services and skill of 
those who conduct a business. ... ” 


In Stillwagon,” a corporation was liqui- 
dated and its assets distributed to the tax- 
payer and his wife as the sole stockholders. 
In his valuation of the assets distributed to 
the stockholders, the Commissioner claimed 
$70,000 additional value for good will of the 
corporation. It was shown that the excess 
earnings of the corporation were due almost 
entirely to the skill, ability and personal 
qualifications of the taxpayer, a corporate 
stockholder and officer. The court said: 


“The issue here is factual. At the time 
of its liquidation did the corporation have an 
asset of good will, and if so, of what value? 


“While earning capacity has been used 
as a yardstick in valuation of good will, it 
does not in itself prove either the existence 
of good will or its value. The earnings of a 
corporation above a fair return on the in- 
vestment of its stockholders may be attrib- 
utable to other factors than good will, as 
was pointed out in Howard B. Lawton, supra; 
D. K. MacDonald, 3 TC 720 (Dec. 13298); 
Floyd D. Akers, 6 TC 393 (Dec. 15,073). It 
was held in these and other cases that where 
the success of a corporate business was 





% A recent survey by Charles Spencer and 
Associates indicates that this is true of most of 


the automobile dealer franchise contracts. 
See discussion in Bonbright, 
footnote 1, Vol. I, pp. 238-239. 
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0 43-1 ustc { 10,029, 134 F. (2d) 578 (CCA-1). 
21 Chap. 18.36. 
2 CCH Dec. 17,102(M), 8 TCM 644 (1949). 
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dependent solely on the personal skill, abil- 
ity and other characteristics of an individual 
who controlled and operated it, no value 
attributable to good will attached to the 
assets of the corporation. 


“In the instant case the corporation was 
aptly described as ‘a one man company’ and 
it was better known by some as ‘Stillwagon’s 
Company’ rather than by its corporate name. 
Petitioner was its founder and operator; its 
success in the design, manufacture and sale 
of its own products and the sale of those of 
other companies, and all profits derived 
therefrom were largely, if not entirely, at- 
tributable to the ability, skill, experience, 
wide acquaintance and other personal char- 
acteristics of petitioner. His ‘vast acquaint- 
ance and experience in the oil industry’ as 
expressed by one witness we have found 
contributed to the securing of customers 
and volume of sales made. The selling agency 
contracts from other companies were se- 
cured by petitioner’s personal relations and 
contracts; the funds from the bank for car- 
rying on the corporation were secured alone 
upon his personal credit. From this and 
other evidence we think the success of the 
corporation was largely attributable to peti- 
tioner, and hence, if the corporation had an 
intangible asset of good will when liquidated, 
it was of small value.” 


The court went on to say that the fact 
that two years later the business was sold 
for almost $100,000 in excess of the value of 
the tangible assets, under a contract with 
the taxpayer whereby the taxpayer would 
continue in the employ of the company for 
at least one year and would not compete 
with it for two years thereafter, showed 
conclusively that the excess earnings were 
due to the skill and ability of the taxpayer.” 


Revocable Franchises 


The dealer-distributor franchise is similar 
to the revocable franchise of a public utility 
company. . Apparently there are no cases 








dealing with the value of such revocable fran- 
chises for tax purposes, but in the valuation 
of property for eminent domain, a revocable 
franchise will not be given any separate 
value.* Nichols, in his treatise on the law 
of eminent domain,” says: 


“When a franchise is by its terms or by 
the provisions of the constitution or a gen- 
eral law in force when it was granted, ex- 
pressly subject to the right of amendment, 
alteration or repeal by the Legislature. . 
An amendment of the franchise, however 
much pecuniary loss it may inflict on the 
holders of the franchise, is not a taking of 
their property in the constitutional sense, 
because thay had no property right in a rev- 
ocable franchise.” 


In valuing property for rate-making pur- 
poses, the Supreme Court has held that 
franchises which are revocable may not be 
included.* The Court has also held that 
even though a revocable franchise may not 
be valued separately, nevertheless the fact 
that its continuance is indefinite will not be 
allowed to impair the valuation of tangible 
property.” 


As in the case of the revocable franchise 
of a public utility, the question of the value of 
a dealer-distributor franchise is wholly one of 
value to whom. Quite clearly the dealer (dis- 
tributor) franchise would have no “value” to 
anyone not having the physical properties and 
sales organization to make effective use of the 
franchise. Indeed, the franchise would not be 
given by the manufacturer to one not hav- 
ing the physical facilities for the distribu- 
tion or sale of the manufacturer’s product. 
On the other hand, the franchise, so long as 
it is in force, has a value to its holder. If 
the concept of value used is one of “market 
value,” i.e., value to others, the franchise 
would obviously have no separate value which 
could be appraised. If, on the other hand, the 
concept of value used is that which pertains to 
the holder, it has some value. It is a source 
of earnings and provides a profitable use of 





23 See Rowell, CCH Dec. 4210, 12 BTA 1197 
(1928); compare Rubenstein, CCH Dec. 3572, 
10 BTA 864 (1928). See, also, Hampton Com- 
pany, CCH Dec. 628, 2 BTA 302 (1925). In 
Providence Mill Supply Company, CCH Dec. 
841, 2 BTA 791 (1925), it was said: 

“Ability, skill, experience, acquaintanceship, 
or other personal characteristics or qualifica- 
tions do not constitute goodwill as an item of 
property.”’ 

In Kendrick Coal & Dock Company, CCH Dec. 
2409, 6 BTA 1092 (1927), remanded for a 
further consideration of evidence in 23 F. (2d) 
559 (CCA-8, 1928), it was said: 

“The profits of the business were enethente 
to the personality and capability of Kendrick. 
But personal qualifications or characteristics of 
an individual do not constitute goodwill.”’ 
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See also Northwestern Steel & Iron Corpora- 
tion, CCH Dec. 2148, 6 BTA 119 (1927); Engle- 
man, CCH Dec. 3051, 8 BTA 1289 (1927); 
Amalgamated Products Company, Inc., CCH 
Dec. 4108, 12 BTA 659 (1928); Wickes Boiler 
Company, CCH Dec. 4997, 15 BTA 1118 (1929); 
Matter of Keahon’s Estate, 60 Misc. 508, 113 
N. Y. S. 926 (1908). 

2% Calder v. Michigan, 18 U. S. 591 (1910). 

23 Nichols, Law of Eminent Domain, 2d Ed., 
p. 326. 

2° Georgia Railway & Power Company v. Rail- 
road Commission, 262 U. S. 625 (1923). 

21 Denver v. Denver Union Water Company, 
246 U. S. 178 (1918). 
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tangible assets. Only upon this theory does the 
court’s statement in the Mittelman case that 
the franchise is a “valuable asset” make sense. 
Nevertheless, it is submitted that this the- 
ory is unacceptable in a tax-value case. In 
the Worchester County Trust Company case, 
above, there was involved the value, for 
estate tax purposes, of shares of stock which 
the decedent had contracted to give others 
the right to buy at their book value upon his 
death. The agreement applied, however, only 
if the stock were offered for sale. In holding 
that this restriction, contrary to the Com- 
missioner and the Tax Court, impaired the 
market value of the stock for tax purposes, 
the circuit court said: 


“To be sure the restriction does not affect 
the value of the stock so long as the owner 
does not wish to sell, but it is not this value 
which, under the regulations, is to be used 
as the basis for computing the tax. The 
value to be used for this purpose is ‘the.fair 
market value’, at the critical date, that is, 
the ‘price at which the property would change 
hands between a willing buyer and a willing 


scller, neither being under any compulsion | 


to buy or to sell’. While it may be true that 
the stock of the Company was so held that 
decedent’s son could, and maybe would, 
force a vote of the directors waiving com- 
pliance with the restrictions in the event that 
the petitioners wished to sell, still the fact 
remains that the stock in a buyer’s hands 
would be subject to the restriction and there 
is nothing to indicate that in his hands the 
directors would be disposed, or could be 
forced, to waive for his benefit. Upon pur- 
chase, then, a buyer would own a stock 
which if he ever elected to sell, he might 
well have to sell at book value, and this un- 
doubtedly would tend to reduce its value on 
the market. It seems to us that in reason it 
must be said that the restriction affected the 
market value of the stock, and this being so 
it should have been considered as one of the 
‘relevant factors having a bearing’ on that 
question.” 


Applicability 
of Burnet v. Logan Doctrine 


Since the dealer-distributor franchise is a 
terminable contract, it is entirely different 
from a continuing contract,which has no as- 
certainable market value. In Burnet v. Lo- 
gan,” where a contract called for the pay- 
ment of royalties on all iron ore to be mined 
by a corporation with no specification as to 
the quantity, if any, to be mined, it was held 





that the contract had no ascertainable fair 
market value. Thus, the Court established 
the principle that for income tax purposes 
the sale, exchange or receipt of property 
which has no ascertainable fair market value 
is not subject to an income tax. On the 
other hand, said the Court, a value, albeit a 
speculative one, must be found for an estate 
tax. The Court said that for estate tax pur- 
poses, it was necessary to reach some val- 
uation but that for income tax purposes, 
there was no reason to speculate. However, 
the significant fact in the Burnet v. Logan 
doctrine is that the contract was not ter- 
minable. It was unaffected by the liquida- 
tion of the corporation or by the death of 
the owner. The reason why such a contract 
is valued for estate tax purposes but not for 
income tax purposes is not that the estate 
tax definition of “property” is broader. It 
is rather because of the difference in what 
is being taxed—for income tax purposes the 
tax is upon the gain but for estate tax pur- 
poses the tax is upon the transfer. Burnet v. 
Logan held that there is no tax on gain where 
there is no ascertainable market value. A 
tax-upon a transfer, however, does not de- 
pend in any degree upon gain but only upon 
the existence of “property.” The Court’s 
statement that the contract must be valued 
for estate tax purposes, although a value 
could not be made for income tax purposes, 
is entirely consistent. 


If a dealer-distributor franchise has value 
for estate tax purposes, its value need not 
be speculative. Its prospective earnings, so 
long as it continues, may be estimated with 
reasonable accuracy. Its holder, however, 
has no legal protection against its abrupt 
termination. Thus whether or not there are 
any future earnings is speculative and depends 
upon the continuance of the franchise. 


It must be remembered that past earnings 
are useful in determining present value only 
when such past earnings may be indicative 
of future earnings.” Do past renewals jus- 
tify the assumption of future renewals? 
Probably it will be so claimed by the 
Commissioner of Internal Revenue, and evi- 
dence discouraging to a renewal policy should 
be presented. However, even in the absence 
of such evidence, it would seem highly con- 
jectural to assume more than one such renewal, 
and it should be noted that a capitalization 
of such projected earnings beyond one re- 
newal period assumes that the distributor- 
ship or dealer contract will be renewed more 
than once. The theory of a capitalization of 
earnings is that a hypothetical purchaser 





*2 ustc {] 736, 283 U. S. 404 (1931). 
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27>See Graham & Dodd, Security Analyses 
(McGraw-Hill, 1934). 
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would be willing to buy the business for a 
price equal to the earnings of the business 
for several years. This theory, of course, 
presupposes that the past earnings will con- 
tinue for the number of years of capitaliza- 
tion. The capitalization of the estimated 
future earnings under a dealer-distributor 
franchise, therefore, assumes that the fran- 
chise will be continued for at least the num- 
ber of years used for the capitalization of 
such earnings. 


Good Will 


The good will of the product is not the good 
will of the distributor. 


The judicial definitions of good will are 
legion. Paul ®™ says: 


“All definitions are difficult, and the defi- 
nition of good will is no exception. The 
efforts of different courts and legal writers 
‘to frame an adequate definition have resulted 
in a legion of concepts ranging widely in 
degrees of complexity’, Many who concede 
the difficulty of defining good will admit 
that it is a valuable asset. Good will is not 
a matter of nineteenth century sentimental- 
ity or illusion. It is a definite economic fact, 
and in some businesses it is the dominating 
asset. 


“Mr. Justice Story (Story, Partnerships, 
Sec. 99 (6th Ed., 1881)) defined good will to 
be ‘the advantage or benefit, which is ac- 
quired by an establishment, beyond the mere 
value of the capital stock, funds, or property 
employed therein, in consequence of the gen- 
eral public patronage and encouragement, 
which it receives from constant or habitual 
customers, on account of its local position, 
or common celebrity, or reputation for skill 
or affluence, or punctuality, or from other 
accidental circumstances or necessities, or 
even from ancient partialities or prejudices’. 


“Lord Eldon defined good will as ‘noth- 
ing more than the probability, that the old 
customers will resort to the old. place’. 
(Cruttwell v. Lye, 17 Ves. Jun. 335, 346, 34 
Eng. Rep. 129, 134 (1810)). But it has been 
said that this is too narrow a view, and that 
good will ‘must mean .. . every positive ad- 
vantage ... that has been acquired by the 
old firm in carrying on its business, whether 
connected with the premises in which the 
business was previously carried on, or with 
the name of the late firm, or with any other 
matter carrying with it the benefit of the 
business’. (Churton v. Douglas, Johnson, 





V. C. 174, 188, 70 Eng. Rep. 385, 391 (1859)). 
One of the leading definitions of good will 
is that given by Mr. Justice Cardozo in a 
New York case (Matter of Brown, 242 N. Y. 
1, 6, 150 N. E. 581, 582 (1926)). 


ace 


... Men will pay for any privilege that 
gives a reasonable expectancy of preference 
in the race of competition (cf. Walton Water 
Co. v. Village of Walton, 238 N. Y. 46, 50). 
Such expectancy may come from succession 
in place or name or otherwise to a business 
that has won the favor of its customers. It 
is then known as good will. Many are the 
degrees of value. At one extreme there are 
expectancies so strong that the advantage 
derived from economic opportunity may be 
said to be a certainty. At the other are ex- 
pectancies so weak that for any rational 
mind they may be said to be illusory. We 
must know the facts in any case.’ ” 


However, no definition of good will re- 
quires the inclusion of value due to profits 
resulting from a dealer-distributor franchise. 
While it has been said that good will is 
property to be valued irrespective of earn- 
ings,” as a practical matter, good will is not 
a positive factor in the valuation of a busi- 
ness unless there are excess earnings. In- 
deed it may be said with some justification 
that a realistic definition of good will is the 
excess earnings of a business which cannot 
be attributed to any other known source. 
If a demand for the product sold by the 
dealer or distributor is traceable to the 
dealer or the distributor and not to the prod- 
uct, good will is evident. On the other hand, 
if the demand is attributable to the product 
rather than to the dealer or distributor, the 
good will is that of the manufacturer, not 
that of the dealer or the distributor. It is 
a common mistake to give the seller rather 
than the manufacturer credit for.an out- 
standing product. 


Many attempts have been made to analyze 
the ingredients of good will.” Everyone will 
probably recognize the difference between 
the good will of a product and the good will 
of the distributor or seller of that product. 
Doubtless if the nationally advertised prod- 
uct were taken from the market, most dis- 
tributors and dealers of this product would 
obtain other franchises where possible. Un- 
less, however, a market for the new product 
already existed, there would be a period of 
relatively low earnings. In such a case, the 
good will of the dealer or distributor would 


(Continued on page 141) 





% Paul, 
Section 18.16. 


Federal Estate and Gift Taxation, 


%2 See, for example, Wright, ‘‘The Nature and 
Basis of Legal Goodwill,’’ 24 Illinois Law Re- 


% Rookwood Pottery Company v. Commis-_ view 20 (May, 1929). 


sioner, 2 ustc { 606, 45 F. (2d) 43 (CCA-6, 1930). 
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The Case of the Tax-Wise Salesman 


By LAWRENCE CARDER, Chicago CPA 


WHETHER THE SALESMAN SPENDS THE NIGHT 
AT A FARMHOUSE OR RETURNS TO HIS HOME 
MAKES A DIFFERENCE ON HIS TAX RETURN 





TQ. HE individual traveling salesman has 

tax-saving opportunities which may be 
lost to him if he is not aware of the treat- 
ment accorded his various expenses in de- 


termining adjusted gross income and the. 


significance of the optional standard deduc- 
tion under differing conditions of employ- 
ment, compensation and travel status. 


Because, before considering personal ex- 
penses, certain deductions from gross income 
are allowed individuals working on a com- 
mission basis, their income is placed on a 
par, for tax purposes, with the income of 
wage earners. With particular reference to 
the traveling salesman, if he is an independ- 
ent contractor or self-employed, he is per- 
mitted to deduct from his gross income all 
expenses directly incurred that are ordinary, 
necessary and reasonable. This means that 
he can reduce his total commission earnings 
by the amount of his traveling expenses, 
cost of entertainment, hire of subsalesmen, 
office expense, etc. The resultant figure, 
adjusted gross income, is essentially the 
net income derived from being a self- 
employed salesman. 


Non-Self-Employed Salesmen 


As for the salesman who is not self- 
employed but is an employee of one or more 
companies, his deductions from gross in- 
come, in determining adjusted gross income, 
are more limited. He may not deduct all 
the ordinary, necessary and reasonable ex- 
penses incurred in his occupation that the 
self-employed individual may take at this 
most important step in the taxable-net- 
income computation. The following repre- 
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sent the deductions the employee is privileged 
to take for purposes of finding his adjusted 
gross income: 


(1) Expenses of travel, meals and lodg- 
ing-while away from home (overnight) in 
the service of his employers. Traveling ex- 
penses include the cost of transportation by 
personally owned automobile or by public 
means, tips to porters, baggage checking 
expense, hire of public stenographer, busi- 
ness telephone and telegraph expense and 
cost of attendance at business conventions 
for his employer. However, entertainment 
expense, which most traveling salesmen in- 
cur, is not here deductible nor is the salary 
or commission paid to other salesmen (I. T. 


3728, 1945 CB 78). 


These expenses may be taken by the 
salesman-employee if he files the long Form 
1040, Individual Income Tax Return, and 
itemizes his deductions in lieu of taking the 
optional standard deduction. 


(2) The other category of expense de- 
ductions allowed an employee for purposes 
of adjusted-gross-income determination is 
reimbursed expenses (other than those of 
travel) in connection with his employment. 
Where an expense-reimbursement agreement 
exists, the employee must add to his com- 
mission earnings the reimbursement received 
and then, from this total, schedule and de- 
duct those expenses for which he has been 
reimbursed. 


Some salesmen may prefer to work for 
less commission if their expenses are paid 
for by the employer. Generally, net earn- 
ings will be approximately the same, since 
employers have a pretty good idea of what 
expenses are borne by a man on the road, 
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and commission rates are adjusted accord- 
ingly. The advantage of working under a 
reimbursed-expense arrangement lies in the 
fact that adjusted gross income then tends 
to approach a truer reflection of one’s occu- 
pational income, which is back of the original 
concept establishing such common denomi- 
nator for individual taxpayers. To reiterate, 
where expenses are not reimbursed, the sales- 
man traveling away from home may de- 
duct only the cost of such travel, meals and 
lodging in computing his adjusted gross in- 
come. When expenses in addition to these, 
such as entertainment, are reimbursed, the 
additional reimbursed expenses may be de- 
ducted from gross income (to which the 
reimbursements are first added). 


Local Salesmen 


There is another type of salesman, work- 
ing on a commission basis, who pays his 
own expenses but, nevertheless, may not 
deduct even his travel expenses in the de- 
termination of adjusted gross income. He 
is the city or local salesman who does not 
travel away from home overnight but, in- 
stead, returns at the end of the day. His 
tax status for purposes of adjusted gross 
income could easily be likened to that of a 
department store sales clerk. Since neither 
one travels away from home overnight, there 


is no expense deduction from gross income in 
the determination of adjusted gross income. 


The salesman traveling about the city, 
though, may deduct his automobile expenses, 
his entertainment costs and other legitimate 
expenses incurred in the pursuit of his em- 
ployment if he itemizes such expenditures 
under the “Miscellaneous” heading on page 3 
of the long Form 1040 tax return. The 
department store sales clerk, like any other 
nontraveling employee, generally does not 
incur such expenses nor would they usually 
be ordinary or necessary for him. He is 
precluded from taking, as a deduction on 
page 3 of Form 1040, the cost of commuting 
from his home to his place of employment. 
The city or local traveling salesman is on 
travel status the moment he leaves his home 
and begins to make business calls. 


Expense Distinctions 


Perhaps at this point an illustration is in 
order as to the effect on taxable income of 
the aforementioned expense distinctions un- 
der different circumstances. Let us assume 
comparable net earnings of four traveling 
salesmen, each married and filing a joint 
return. Were they not to itemize page 3 
allowable deductions from adjusted gross 
income, they would be entitled to the op- 
tional standard deduction of ten per cent of 
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such adjusted gross income but not exceed- 
ing $1,000. Thus, if itemized expenses amount 
to less than ten per cent of the adjusted 
gross income and are under $1,000, the tax 
advantage lies in taking the standard de- 
duction and foregoing the detailing of the 
allowable expense deductions. 


For purposes of the example, no consid- 
eration is given to possible deductions for 
charitable contributions (limited to a maxi- 
mum of fifteen per cent of adjusted gross 
income), medical expenses (allowed to the 
extent they exceed five per cent of adjusted 
gross income) and the other personal ex- 
penses that may be taken when itemizing 
deductions on page 3 of Form 1040, This 
is done so that taxable income derived from 
business will not be distorted by the per- 
sonal-expense element. 


The following concerns four salesmen, each 
earning $8,000 a year from his endeavors: 

(A) Self-employed salesman; 

(B) Employee-salesman who travels away 
from home overnight and whose expenses 
are reimbursed by his employer (commis- 


sions lowered because of reimbursement) ;: 


(C) Employee-salesman who travels away 
from home overnight and whose expenses 
are not reimbursed; 


(D) Employee-salesman who travels lo- 
cally, returns home at the end of the day 
and whose expenses are not reimbursed. 


Note that while each salesman actually 
earns $8,000, the taxable income varies. The 
self-employed and the reimbursed-expense 
individuals were able to avail themselves of 
the full ten per cent standard deduction. 
Salesman “C” has allowable deductions of 
$500 from his adjusted gross income, but 
since his standard deduction comes to $850, 
he chooses not to itemize. And “D”, whose 
standard deduction would have been $1,000, 
perforce itemizes his $2,000 of business ex- 
penses to take the greater deduction. The 
standard deduction means nothing to him. 


While the local salesman’s lot appears to 
be the least favored from a tax viewpoint, 
there are extenuating circumstances that are 
worth some consideration: 


(1) There is less personal inconvenience 
attached to his activities; 

(2) Living at home, personal, nondeduc- 
tible expenses (such as laundry or valet 
services) tend to be less costly; 

(3) There is no lost, unproductive travel 
time. 

These considerations and others which 
may come to mind do not alter the fact that 


Tax-Wise Salesman 





under the tax laws as presently constituted, 
inequities exist. 


Filing of Correct Returns 


Because of the obvious taxwise gain when 
the salesman is self-employed, some indi- 
viduals who are in fact employees will 
stretch a point and file their returns as 
though they were self-employed. This is a 
trap for the unwary individual who deducts 
all his expenses from gross income and then 
takes the standard deduction of ten per cent 
of the erroneously computed adjusted gross 
income, unless it can be clearly established 
that he is completely independent of super- 
vision and control by his employer. 


The Kershner case (CCH Dec. 17,478, 14 
TC 168 (1950)), recently before the Tax 
Court, demonstrates what happens in such 
circumstances when the taxpayer’s return is 
audited. From gross commissions of $3,500, 
the taxpayer, an insurance salesman, de- 
ducted $600 of business expenses, arriving 
at an adjusted gross income of $2,900. The 
tax table, which automatically allowed for 
the equivalent of a ten per cent standard 
deduction, was used. 


The Tax Court found that the salesman 
was an employee of the Metropolitan Life 
Insurance Company and under its super- 
vision and control. Therefore, his expenses 
of $600 were disallowed as deductions from 
gross income, and since the salesman had, 
in a sense, taken the standard deduction 
that year by using the tax table and since 
such election is irrevocable for the taxable 
year, he could not now itemize the $600 of 
expenses as deductions from adjusted gross 
income. The Commissioner’s deficiency as- 
sessment of $135 in income tax was upheld 
by the Tax Court. 


Situations such as the above can be mul- 
tiplied by the hundreds, most cases not 
reaching the courts. It therefore behooves 
every salesman to examine his tax status 
carefully before the return is filed. He 
should be sure that he can substantiate the 
expenses claimed and, further, that they 
have been deducted correctly on the return. 
The election to take the standard deduction 
is a significant one. It should be weighed 
against the advisability of detailing allow- 
able deductions. 


All these points are both individually and 
collectively most important. An understand- 
ing of them will result at tax time in assess- 
ing oneself the minimum tax, yet having the 
assurance of its correctness. It’s a wonder- 
ful feeling. [The End] 
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COMMON.DISASTER PROVISIONY 





INSERTION IN A WILL OF A CLAUSE REGARDING PRESUMPTION 
OF SURVIVORSHIP MAY HAVE THE EFFECT OF SUBSTANTIALLY 
REDUCING ESTATE TAXES IF MAN AND WIFE DIE TOGETHER 


N THIS DAY of automobiles, air travel 

and A-bombs, the possibility of deaths 
in a common disaster, unfortunately, must 
take a place in our view of the future. The 
estate .tax marital deduction has put new 
emphasis on the old problem caused by the 
death of spouses in a common accident. 
From a tax standpoint, there may be an 
advantage in dealing with common disasters 
in one way, where if the will is silent on the 
subject, the local law may go the other way. 


The heart of the problem is the determina- 
tion of who inherits the deceased’s property. 
This, in turn, depends on a factual question: 
which spouse died first?*? For example, a 
man and wife who have no children die in a 
common mishap. The husband’s will leaves 
all his property to his wife but, if she is not 
alive, to his brother, A. The wife’s will 
leaves all her property directly to her sister, 
B. In this situation, it is necessary to know 
whether husband or wife died first in order 
to determine whether A or B will receive 
the husband’s property. If the husband out- 
lived his wife, his property will go directly 
to his contingent legatee, A, but if the wife 
outlived her husband, the property will go 
to her and, on her immediate death, to her 
legatee, B. 


This same question, whether husband or 
wife died first, now has an important bear- 
ing on estate tax liability.” This is true 
because the marital deduction allows the hus- 
band to leave his wife approximately one 


1For example, see Baldus v. Jeremias, 145 
Atl. 820, 296 Pa. 313. 

2For clarity, this article generally will deal 
with the husband’s demise and estate tax 
problems. 


3Code Section 812(e). The amount of the 


marital deduction will be referred to, through- 
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half of his estate free of estate tax.’ In this 
situation, if the husband owns most of the 
family property, the ultimate tax which will 
have to be paid on all the property can be 
reduced by taxing one half of it in the hus- 
band’s estate and the other half in the wife’s 
estate. As with income tax splitting, the 
splitting of the estate provides a consider- 
able tax saving because of the highly pro- 
gressive tax rates.‘ 


Marital Deduction Benefits 


In the ordinary case where the husband 
owns most of the family property and where 
the ultimate beneficiaries of both spouses are 
the children, the husband will want half of 
his property to go to his wife, if only for 
a few moments, in order to get the tax bene- 
fit which Congress intended in providing a 
marital deduction. For example, where the 
husband has a net estate of a million dollars 
and the wife has no estate, the estate tax 
would be approximately $325,700 if the hus- 
band was considered to have survived, while 
the estate taxes on both husband and wife 
would be about $291,400 if the wife was con- 
sidered to have survived for a few moments. 


On the other hand, in the less typical 
situation, where the husband and wife own 
approximately equal amounts of property, 
the spouses will not want the marital deduc- 
tion to apply in case of their death from 
common accident. To do so would place 
a larger sum in one estate and, due to the 


out this article, as one half of the husband’s 
estate, although the actual deduction is usually 
not exactly one half. 

*The present rates progress from three per 
cent to a maximum of seventy-seven per cent. 
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progressive rates, would thus increase the 
over-all tax on both estates. For example, 
where the husband and wife each had a net 
estate of $750,000 and each spouse’s will 
left one half of his or her net estate to the 
other spouse, if each spouse was considered 
to have survived for the purpose of dispos- 
ing of the spouses’ estates so that no prop- 
erty passed between the husband and wife, 
the total estate taxes on the two estates 
would be $466,400. If, however, for pur- 
poses of the husband’s will, the wife was 
considered to have survived her husband for 
a short time so that she received one half 
of her husband’s estate, the total estate taxes 
on the two estates would be $480,150. 


The foregoing examples indicate the im- 
portance of knowing the order of demise. 
While morbid research into the question of 
survivorship has been attempted in order to 
determine who is to inherit the deceased 
party’s property, in most instances in which 
parties die in a common disaster, it is im- 
possible to determine which one was the 
survivor. Thus, it cannot be determined 
whether the marital deduction became ap- 
plicable.® This impasse is overcome by the 
use of legal presumptions to avoid the in- 
soluble factual question. The importance 
of such presumptions is brought out by a 
review of the marital deduction regulations. 


The problems created by the marital de- 
duction where there are deaths in a common 
disaster were foreseen by the Treasury in 


By L. WILLIAM SEIDMAN 


CPA, Seidman & Seidman, New York City 


promulgating the marital deduction regula- 
tions. The pertinent parts of these regula- 
tions relating to the question at hand are 
as follows: 


“In order to obtain the marital deduction 
with respect to any property interest the 
executor must establish the following facts: 


“(1) That the decedent was survived by 
his spouse .... 


“Where the order of deaths of the dece- 
dent and his spouse cannot be established by 
proof, a presumption (whether supplied by 
local law, the decedent’s will, or otherwise) 
that the decedent was survived by his spouse 
will be recognized as satisfying requirement 
(1) only to the extent that it has the effect of 
giving to such spouse an interest in property 
includible in her gross estate under section 
811... .”° (Italics supplied.) 


The important point to be noted is the 
reliance which the regulations place on pre- 
sumption as to the order of death created by 
local law or by the decedent’s will. If the 
order of deaths cannot be established by 
proof, the husband may provide, local law 
permitting, whether he shall be considered 
to have survived his wife, or if no provision 
is made, local law will decide the issue of 
survival. 


Local Law on Survivorship 


The emphasis on local law in settling the 
marital deduction problem requires a brief 





5 Survivorship may be proved by circum- 
stantial evidence, such as the position of the 
deceased before and after the accident, type 
of injuries, extent to which rigor mortis has 
progressed, etc.: Vaegemast v. Hess, 280 N. W. 
641, 203 Minn. 207; In re Hayward’s Will, 256 


Common-Disaster Provisions 


N. Y. S. 607, aff'd 260 N. Y. S. 995, 237 App. 
Div. 823. Survivorship must be proved by a 
fair preponderance of evidence. In re Kem- 
mey’s Estate, 191 Atl. 47, 326 Pa. 33. 

® Regulations 105, Section 81.47a. 








survey of that subject. A few states are still 
governed by the common law which, while 
somewhat cloudy as to theory, is quite clear 
as to result." The courts generally start out 
with a statement that the common law is 
bare of any presumption of survivorship be- 
tween spouses.* Some courts follow this 
basic doctrine with a statement that while 
there is no presumption as to survivorship, 
there is a presumption of simultaneous death 
where parties die in a common disaster? 
Other courts hold that there are no pre- 
sumptions, but for the purpose of the de- 
scent of property, the parties will be treated 
as if they died simultaneously.” Probably 
the basic reason for the common result is 
that any party who attempts to assert sur- 
vivorship has the burden of proof and, as 
the burden cannot be carried, the result of 
simultaneous death is reached by default. 
Whatever the theory, under the common 
law it is usually clear that the wife will not 
be considered to have survived her husband. 
This means that there will be no marital de- 
duction, because the requirement of survival, 
either actual or by presumption of local law, 
is not fulfilled. 


A large number of states have adopted the 
Uniform Simultaneous Death Act in order 
to provide a presumption as to survivorship 
where there is insufficient evidence of sur- 
vivorship.” The basic section of this statute 
provides: 


743 A. L. R. 1348, 25 Corpus Juris Secundum 
1069, 17 Corpus Juris 1178. 

8 Carpenter v. Severin, 204 N. W. 448, 201 
Ia. 969; Modern Woodmen of America v. Parido, 
167 N. E. 52, 335 Ill. 239, aff’d 253 Ill. App. 
68; Newell v. Nichols, 75 N. Y. 88, 31 Am. Rep. 
.424; Colovos’ Administrator v. Gouvas, 108 
S. W. (2d) 820, 269 Ky. 752; Garbee v. St. 
Louis-San Francisco Railway Company, 290 
S. W. 655, 220 Mo. App. 1245; Masonic Temple 
Association of Atlantic City v. Hannum, 184 
Atl. 414, 120 N. J. Eq. 183: Collins v. Atlantic 
Coast Line Company, 190 S. E. 817, 183 S. C. 
284. ’ 

®*For example, Kansas P. R. Company v. 
Miller, 2 Colo. 442; Balder v. Middeke,.92 Il. 
App. 277. 

’ For example, Carpenter v. Severin, foot- 
note 8. 

11The Uniform Simultaneous Death Act or 
substantially similar legislation has been 
adopted in the following states: Arkansas, 
California, Colorado, Connecticut, Delaware, 
Florida, Idaho, Illinois, Indiana, Iowa, Kansas, 
Kentucky, Maine, Maryland, Massachusetts, 
Michigan, Minnesota, Missouri, Nebraska, Ne- 
vada, New Hampshire, New Jersey, New York, 
North Carolina, North Dakota, Oregon, Penn- 
sylvania, Rhode Island, South Carolina, South 
Dakota, Tennessee, Vermont, Virginia, Wash- 
ington, Wisconsin, Wyoming. 

12 Other relevant provisions of the act are: 

“Section 2. Beneficiaries of another person’s 
disposition of property. Where two or more 
beneficiaries are designated to take successively 
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“Where title to property or the devolution 
thereof depends upon priority of death and 
there is no sufficient evidence that persons 
have died otherwise than simultaneously, 
the property of each person shall be dis- 
posed of as if he had survived, except as 
provided otherwise in this act.” 


The general scheme of this statute is to 
create a presumption against survivorship 
by the other spouse insofar as the disposi- 
tion of the testator’s property is concerned.” 
The result of the statute is very similar to 
the common law in that no property will 
pass between the spouses. 


Under the act as under the common law, 
no marital deduction will be allowed, be- 
cause the wife will not be considered to have 
survived her husband in determining the dis- 
position of property under the husband’s will. 


Special note should be taken of the fact 
that the uniform law specifically provides 
that if the result dictated by the statute is 
not desired, the testator may provide for a 
different disposition.” 


Use of Will to Obtain 
Desired Estate Tax Results 


The testamentary provisions necessary to 
obtain the most advantageous estate tax re- 
sult in the event of common-disaster deaths 


by reason of survivorship under another per- 
son’s disposition of property and there is no 
sufficient evidence that these beneficiaries have 
died otherwise than simultaneously, the prop- 
erty thus disposed shall be divided into as 
many equal portions as there are successive 
beneficiaries; and these portions shall be dis- 
tributed respectively to those who would have 
taken in the event that each designated bene- 
ficiary had survived. 

“Section 3. Joint tenants or tenants by the 
entirety. Where there is no sufficient evidence 
that two joint tenants or tenants, by the en- 
tirety have died otherwise than simultaneously, 
the property so held shall be distributed one- 
half as if one had survived and one-half as if 
the other had survived. If there are more than 
two joint tenants, and all of them have so 
died, the property thus distributed shall be in 
proportion that one bears to the whole number 
of tenants. 

“Section 4. Insurance policies. Where the 
insured and the beneficiary in a policy of life 
or accident insurance have died, and there is 
no sufficient evidence that they have died other- 
wise than simultaneously, the proceeds of the 
policy shall be distributed as if the insured 
had survived the beneficiary. .. . 

“Section 6. Act does not apply if decedent 
provides otherwise. This act shall not apply in 
case of wills, living trusts, deeds or contracts 
of insurance, wherein provision has been made 
for distributions of property different from the 
provisions of this act.’’ 

13 Section 6. 


e TAXES—tThe Tax Magazine 


erence 


Sites AO mat sa micas neither fe 


er ata nati atecths 


Ce Ro ate pa MNO dee CARH 


NO ASE ath MI 


te ucastin tine Lolo. 


» a + at ae oh 68 2 Ul lCUee h6ualCOe 





ourToor 


oT 


‘y 
' 


i- 
y, 


if 
in 


in 
or 


1e 
fe 


r- 
he 
ed 


nt 
in 
ts 


he 








‘ 


eee renee “ 


mata stn ne nena 


will vary greatly in individual cases. Ordi- 
narily, the spouses will, as between them- 
selves, want opposite provisions in respect 
to the effects of a common disaster on sur- 
vivorship. This results from the fact that, 
in the usual situation, the spouses’ estates are 
relatively unequal in size and both estates 
will ultimately go primarily to the same 
beneficiaries, the children. Under this typi- 
cal set of circumstances, the husband, with 
the larger estate, will want to gain the ad- 
vantage of the marital deduction. For in- 
stance, in a uniform-act jurisdiction, he will 
want to provide that unless it can be proved 
that he survived, his wife shall be considered 
to have survived him and that the. presump- 
tions created by the act shall not be appli- 
cable. At the same time, the wife, with the 
smaller estate, will want to prevent any of 
her property being included in her husband’s 
larger estate. Her will should then provide 
that she shall be presumed to have survived 
her husband in the absence of proof to the 
contrary. 


The extent to which the marital deduction 
will be used will vary with the size of the 
spouses’ estates, the effect of estate tax ex- 
emptions and the particular testamentary 
wishes of the spouses. For instance, where 
the husband has a modest estate and his 
wife has none, under ordinary circumstances 
he would want the entire estate to go to his 
wife. Therefore, he would want to provide 
that in the case of simultaneous death in a com- 
mon disaster, only one half of his estate 
would go to his wife. 


This type of provision is particularly im- 
portant, because the deducton for “previ- 
ously taxed property” no longer is allowed 
where property is transferred between 
spouses.“ Thus, in a case where the wife 
would ordinarily receive the entire estate, it 
is necessary to reduce the amount she re- 
ceives to not more than one half of the 
husband’s estate, if they die in a common 
disaster, in order to avoid double taxation. 
This can be accomplished by providing that 
the wife shall be presumed to survive a com- 
mon disaster, but if such presumption shall 
operate, she will receive only one half of the 
husband’s estate. 

The Uniform Simultaneous Death Act or 
the common-law rules apply only where the 
evidence is insufficient to establish survivor- 
ship.” Such a requirement invites litigation 
of the issue of whether there is sufficient 
evidence of survivorship. Further, evidence 


14 Code Section 812(c). In general, this pro- 
vision allows a deduction for property in an 
estate which had been subject to estate taxes 
within the previous five years. 


Common-Disaster Provisions 





of actual survivorship by one of the spouses 
for a few minutes or even a few months will 
ordinarily not effect their testamentary de- 
sires. In order to avoid the question of sur- 
vivorship and the effect of actual survivorship 
for a short period, the will of the testator 
should contain specific provisions to carry 
out his desires. Reliance should not be, 
placed on the operation of the uniform act or 
the common law to obtain the desired 
estate tax results. Such provisions are par- 
ticularly helpful where the husband does not 
want his wife to receive property if his wife 
should die simultaneously with or shortly 
after he does. 


In a situation where the husband wishes 
to avoid the marital deduction, he may 
provide that his wife shall not take if he 
and his wife die as the result of a common 
disaster. In addition, he may provide that 
his wife must survive him by a stated period 
to receive any of his property. This pro- 
vision accomplishes the husband’s purpose 
without opening the possibility of litigation 
as to who was the actual survivor. In ad- 
dition, it carries out the intent of the testator 
even though there is a short period of sur- 
vivorship. 

While the husband may, through specific 
provision in his will, prevent his wife from 
becoming a beneficiary in a case where there 
is evidence that she survived him for a short 
period, he cannot reach the opposite result. 
He cannot provide that despite the evidence 
that his wife did not survive him, she shall 
be conclusively presumed to have done so 
in order that the marital deduction will 
operate. This conclusion is forced by the 
requirement that the wife survive her hus- 
band and by the further rule that presump- 
tions shall come into play only when “the 
order of death cannot be established by 
proof.” ** However, in this situation, the will 
can provide that the wife shall be presumed 
to have survived unless there is proof to 
the contrary. This prevents the operation 
of local law, which would reach an opposite 
result, and places the burden of proving 
survivorship on the party contending that 
the presumption stated in the will does not 
prevail. 

Some of the estate tax effects of the stand- 
ard common-disaster type of clauses, which 
were included in most wills before the in- 
troduction of the marital deduction and 
which remain in many wills at the present 
time, should be noted. These clauses gen- 


15 Section 1. 
16 Regulations 105, Section 81.47a. 





erally provide that the testator shall be pre- 
sumed to have survived his beneficiaries if 
they die in a common disaster. Another pro- 
vision which was often inserted for the same 
general purpose was a requirement that the 
legatee survive for a stated period in order 
to take under the will. Such clauses result 
in the wife’s receiving a terminable interest 
from her husband. Under the general rule 
providing for a marital deduction, the wife’s 
interest is terminable, and not deductible, 
for marital deduction purposes, if it can be 
terminated upon the happening of a con- 
tingency (in this case, her death from a 
common disaster or in a fixed period).” 
However, a relief section has been added to 
the Code in order to allow the use of com- 
mon-disaster provisions without loss of the 
marital deduction.” This section provides, 
in general, that an interest which is left to 
a spouse upon the condition that she does 
not die as the result of a common disaster (or 
upon the condition that the spouse survives 
the decedent by six months) is not a termi- 
nable interest and may qualify as a “deductible 
interest” for the marital deduction.” 


While the use of the aforementioned 
standard common-disaster type of clause 
ordinarily will not cause the loss of the mari- 
tal deduction because of the wife’s interest 
being a terminable one, some tax dangers 
from the careless use of such clauses exist. 
As has been pointed out by one writer, 
where a qualified trust with a power of 


appointment is left to the wife, a provision 
that the wife must survive for a stated period 
may be unfortunate.” Such a clause will 
deny the wife the right to use her power 
in case of her death within the required 
period. In such case, the wife will not have 
the right to exercise the power of appoint- 
ment in “all events.” Therefore, there will 
be no right to a marital deduction if, in fact, 
there is no common-disaster death, because 
the trust does not comply with the statutory 
requirement that the wife have power to 
dispose of the property in “all events.” ™ 


Another provision which may cause un- 
foreseen taxes is the use of a requirement 
that the wife survive her husband for a 
greater period than six months in order to 
take his property. Such a provision will 
cause the loss of the marital deduction if 
she does survive for the stated period be- 
cause, as previously explained, her interest 
would be terminable. 


Conclusion 


On the last analysis, from a tax viewpoint, 
the basic question to be answered is: In the 
event of death in a common disaster, will 
more be saved by one of the spouses taking 
advantage of the marital deduction than by 
their not using the marital deduction? Once 
this question has been answered, an affirma- 
tive provision should be placed in the will to 
obtain the desired results. [The End] 


“That law may be set down as good which is certain in mean- 
ing, just in precept, convenient in execution, agreeable to the 
form of government, and productive of virtue in those that 
live under it.”—Francis Bacon, De Augmentis Scientiarum. 


7 Code Section 812(e)(1)(B). 

1% Code Section §12(e)(1)(D); Regulations 105, 
Section 81.47b. 

1% The explanation given by the Senate Fi- 
nance Committee illustrates the operation of 
this provision: 

“If the decedent's will provides that the prop- 
erty otherwise bequeathed or devised under his 
will to his surviving spouse shall pass to other 
named persons if such spouse dies as a result 
of a common disaster in which he meets his 
death, and if at the moment of his death the 
possibility exists that such spouse will die as 
a result of such a common disaster, then sub- 
paragraph (D) is applicable. In such a case 
the deduction will be allowed if under the 
local law the surviving spouse does take the 
property, whether because it is determined 
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that in fact she did not or could not die in 
the disaster in which the decedent met his 
death or whether under the local law it is 
presumed that death more than 6 months after 
the decedent’s death cannot result from the 
disaster in which the decedent met his death. 
If no possibility exists at the moment of the 
decedent’s death that his surviving spouse will 
die as a result of a common disaster, the mere 
fact that there is a clause in his will which 
would prevent the passing of an interest in 
property to her if she did so die does not 
make her interest terminable.’’ Senate Finance 
Committee Report No. 1013, Part 2, pp. 15-16. 

2» Trachtman, Proceedings of New York Uni- 
versity Eighth Annual Institute on Federal 
Taxation (1949), p. 305. 

21 Code Section 812(e)(1)(F). 
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How to Eliminate the Tax 


on Debt Cancellation 


By SCOTT H. DUNHAM 


THE LAW REGARDING CANCELLATION OF INDEBTEDNESS IS 
STILL DEVELOPING, THIS SAN FRANCISCO ACCOUNTANT 
POINTS OUT, AND NEW DECISIONS SHOULD BE WATCHED 





HE Internal Revenue Code itself con- 

tains few provisions relating to the tax 
effect of cancellation of indebtedness. Stat- 
utory provisions which have been enacted 
thus far give relief in limited cases* where 
income is realized in connection with the 
cancellation of debt, but do not attempt to 
specify the time when the income is to be 
considered to have been realized. The Com- 
missioner has promulgated certain regulations 
relating to the tax effect of the cancellation 
of indebtedness,’ but these regulations are 
couched in general terms and in many in- 
stances have been in conflict with judicial 
interpretation. Therefore, the principles 
governing the tax consequences of debt 
cancellation have been developed by court 
decisions and are unsettled in connection 
with many aspects of the field. 


Avoidance of tax in connection with the 
cancellation of debt is made more difficult, 
because court dicta indicate that there is 
little opportunity for the debtor to avoid 
tax by taking positive action in connection 
with the cancellation. It appears from the 
most recent Supreme Court decision*® that 
the controlling tax factors in instances of 
cancellation of indebtedness do not concern 
the actual method used to cancel the debt 
byt,,rather facts over which the debtor has 
little or no control at the time of the can- 
cellation. The problem and what positive 
action can be taken in connection therewith 
are discussed in this article. 

1Code Sections 22 (b) (9), 22 (b) (10), and 
the National Bankruptcy Act, as amended. . 

2? Regulations 111, Section 29.22 (a)-13. 
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(1) Points to Consider 


Assume that a portion of your client’s 
indebtedness is to be reduced or cancelled. 
You are to determine how the transaction 
may be effected so as to eliminate or mini- 
mize the tax. In approaching the problem, 
you should first explore all possibilities that 
the cancellation will not result in income. 
Generally, the cancellation will not result 
in income when: 


The debtor is insolvent both before 


and after the cancellation....... 2 
The cancellation is a capital con- 

cig: ah ee ee 3 
The cancellation is a gift......... 4 
Certain special circumstances sur- 

round the indebtedness..... pee 


[Figures refer to sections of this article. | 


In order to determine whether or not the 
cancellation of your client’s indebtedness 
would fall into one of the above categories, 
you must consider all elements of the case, 
such as: 


The debtor’s financial position.... 2 
The relationship between the debtor 


and’ the creditor.............;. 3,6 
The factors motivating the debtor 

and the creditor in the cancella- 

(OM: GE ThE CEDE...... nse ec eceas 3, 4, 5, 6 
The nature and character of the 

RN San SLE Ri eg 4,5 
The liability of the debtor......:. 5,6 
The origin of the debt............ 5 


3 Commissioner V. Jacobson, 49-1 ustc { 9133, 
336 U. S. 28. 
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If you determine that the cancellation of 
your client’s indebtedness will not result in 
income, your problem is solved. However, 
if you ascertain that the gain on the can- 
cellation cannot be excluded from income 
under the above principles, you must look 
further for relief from tax. You should 
investigate the statutory provisions in order 
to determine if the income can be elimi- 
nated or deferred by statutory means. The 
statutory provisions are as follows: 


Section 22 (b) (9)—Income attrib- 
utable to the discharge of corpo- 
rate indebtedness evidenced by 
securities 

Section 22 (b) (10)—Railroad cor- 
porations 

National Bankruptcy Act......... 9 


Where the cancellation results in income 
and cannot be deferred, you must attempt 
other methods of avoiding the tax. Some 
problems and possible solutions in such a situa- 
tion are discussed in Part 10 of this article. 


The major tax problems in connection 
with the cancellation or adjustment of in- 
debtedness concern the debtor. However, 
there are important tax questions in con- 
nection with the cancellation which concern 
the creditor. You may be interested in 
these questions, especially when you repre- 
sent the creditor in the debt cancellation. 
A discussion of the tax consequences from 
the creditor’s viewpoint is contained in 
Part 10 hereof. 


These are the essential points of study 
and the methods which should be used in 
analyzing the problem of cancellation of 
indebtedness. 


(2) Insolvent Debtor 


If your client is insolvent both before 
and after the cancellation, generally he will 
not realize any income. This rule, although 
it has never been tested before the Supreme 
Court, long has received recognition in 
other courts. In early cases, the courts 
held that the gain did not constitute income 
within the meaning of the Constitution.‘ 
Since the Supreme Court’s decision in the 
U. S. v. Kirby Lumber Company case, the 
rule that the insolvent debtor does not 
realize income upon the cancellation of his 
debts, if he remains insolvent after such 
cancellation, has been based on the fact that 
“net assets” are not made available to him 
within the meaning of the Kirby Lumber 
dicta.® The rule that the insolvent debtor 
does not realize income upon the cancella- 
tion of his indebtedness is recognized to a 
certain extent in the Regulations.’ The 
Regulations, however, limit the rule to a 
situation where the cancellation arises by 
virtue of an agreement among the creditors. 


Where the debtor is insolvent before 
the cancellation and solvent after such 
transaction, he receives income, in the ab- 
sence of other mitigating factors, to the 
extent of such subsequent solvency. An 
insolvent debtor may not realize income 
when he transfers property to his creditors 
in order to extinguish indebtedness where 
the transaction is similar to the surrender 
of assets by a bankrupt.® This rule will 
hold only where all the surrounding circum- 
stances demonstrate that the transfer is not 
a sale or exchange. 





4 Meyer Jewelry Company, CCH Dec. 1408, 3 
BTA 1319 (1926); Burnet v. John F. Campbell 
Company, 2 ustc { 729, 50 F. (2d) 487 (CA 
of D. C., 1931), aff’g CCH Dec. 4872, 15 BTA 
458 (1929); Eastside Manufacturing Company, 
CCH Dec. 5691, 18 BTA 461 (1929); Progress 
Paper Company, CCH Dec. 6169, 20 BTA 234 
(1930); Senner, CCH Dec. 6772, 22 BTA 655 
(1931). 

52 ustc J 814, 284 U. S. 1 (1931). 

6‘F, W. Sickles Company v. U. S., 40-1 vustc 
7 9286, 31 F. Supp. 654 (Ct. Cls.); Highland 
Farms Corporation, CCH Dec. 11.393, 42 BTA 
1314 (1940); Madison Railways Company, CCH 
Dec. 9827, 36 BTA 1106 (1937); Transylvania 
Railroad Company v. Commissioner, 42-1 vustc 
7 9341, 99 F. (2d) 69 (CCA-9); Fifth Avenue- 
Fourteenth Street Corporation, BTA Memo. Op., 
Docket 82089 (1938). 

7 Regulations 86, 94, 101, Article 22 (a)-14; 
Regulations 103, Section 22 (a)-14; Regulations 
111, Section 29.22 (a)-13. 

8 Lakeland Grocery Company, CCH Dec. 9707, 
36 BTA 289 (1937). The principles enunciated 
in this case were followed in the cases noted 
in footnote 6 and cited in the following: J. I. 
Case Company v. U. S8., 40-1 ustc { 9454, 32 F. 
Supp. 754 (Ct. Cls.); Springfield Industrial 


Building Company, CCH Dec. 10,541, 38 BTA 
1445 (1938): Haden Company, CCH Dec. 10,855-D 
(1939), aff'd 41-1 ustc { 9331, 118 F. (2d) 285 
(CCA-5); Cole, CCH Dec. 11,364, 42 BTA 1110 
(1940); Highland Farms Corporation, footnote 6; 
Alexander, CCH Dec. 12,038-A (1941); Brown 
Cab Company, CCH Dec. 12,940-D, 1 TCM 448 
(1943), vacated CCH Dec. 13,246(M), 1 TCM 450 
(1943); Bulkley Building Company, CCH Dec. 
12,958(M), 1 TCM 528 (1943); Texas Gas Dis- 
tributing Company, CCH Dec. 13,686, 3 TC 57 
(1944); Kramon Development Company, Inc., 
CCH Dec. 13,753, 3 TC 342 (1944); Manhattan 
Soap Company, Inc., CCH Dec. 13,825(M), 3 
TCM 257 (1944); 250 West 35th Street Corpora- 
tion, CCH Dec. 14,096(M), 3 TCM 850 (1944); 
Bulkley Building Company, CCH Dec. 14,206(M), 
3 TCM 1127 (1944); Hppley Hotels Company, 
CCH Dec. 14.466(M), 4 TCM 335 (1945); Astoria 
Marine Construction Company, CCH Dec. 16,975, 
12 TC 798 (1949). 

® Dallas Transfer and Terminal Warehouse 
Company v. Commissioner, 4 ustc { 1270, 70 F. 
(2d) 95 (CCA-5, 1934), rev’g CCH Dec. 7921, 
27 BTA 651 (1933); Turney, 42-1 ustc { 9368, 
126 F. (2d) 712 (CCA-5), rev’g CCH Dec. 11,313-B 
(1940). 
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Like many rules relating to taxation which 
are based on judicial decision, this rule that 
the insolvent debtor does not realize income 
upon cancellation of indebtedness is not 
entirely free of confusion. The Circuit 
Court of Appeals for the Second Circuit has 
held that if an insolvent debtor purchases 
his own obligations at less than the face 
amount thereof, he receives income to the 
extent that the liquidation value of the 
obligations acquired exceeds the purchase 
price.” However, pending new pronounce- 
ments on this subject by the Supreme Court, 
the weight of authority holding that such 
transactions do not result in income should 
be sufficient for you to establish that your 
client has not realized any income in such 
a situation. 


In order to avail yourself of this rule, 
you must be able to prove the insolvency 
of your client.“ The courts have taken the 
realistic view as to insolvency and, where 
the question has arisen,” have held that 
the market value, not the book value, of the 
debtor’s assets is controlling in the deter- 
mination of solvency or insolvency. There- 
fore, your main duty in this case is to 
determine the market value of the debtor’s 
assets, a problem which, because of its 
scope, cannot adequately be discussed in 
this article. In one insolvency case, the 
Board of Tax Appeals took the position 
that assets exempt by state law from claims 
of creditors should not be included in deter- 
mining “net assets made available.” * 


(3) Capital Contributions 


If your client’s creditor is one of its 
stockholders, generally a cancellation of the 
debt will be classified as a contribution to 
the capital of your client and not as income, 
at least to the extent that the debt did not 


10 Fifth Avenue-Fourteenth Street Corporation 
v. Commissioner, 45-1 ustc § 9115, 147 F. (2d) 
453 (CCA-5), modifying CCH Dec. 13,399, 2 TC 
516 (1943). 

1F, W. Sickles Company v. U. S., footnote 6. 

2H, W. Sickles Company v. U. S., footnote 6; 
Texas Gas Distributing Company, footnote 8. 

13 Cole, CCH Dec. 11,364, 42 BTA 1110 (1940). 

14 Regulations 111, Section 29.22a-13. Such 
section provides in part: 

‘In general, if a shareholder in a corporation 
which is indebted to him gratuitously forgives 
the debt, the transaction amounts to a contri- 
bution to the capital of the corporation to the 
extent of the principal of the debt.’’ 

18 Oregon-Washington Railroad and Navigation 
Company v. U. S., 251 F. 211 (CCA-2, 1918); 
Commissioner v, Auto Strop Safety Razor Com- 
pany, Inc., 35-1 ustc 9017, 74 F. (2d) 226 
(CCA-2); Columbia Theatre Company, CCH 
Dec. 622, 3 BTA 622 (1926). 
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give rise to tax benefits to the debtor in 
prior years.“ 


The judicial concept of this rule was de- 
veloped early when the courts held that 
the cancellation of indebtedness by a share- 
holder constituted a capital contribution.” 
Capital contributions do not necessarily 
have to be proportionate to shareholdings,” 
but if not, a gift tax liability may result 
(see Part 10 hereof). Whether or not can- 
cellation of indebtedness by a shareholder 
constitutes a capital contribution rather than 
income to the corporation depends upon the 
circumstances surrounding the cancellation.” 


If your client’s indebtedness which is 
to be cancelled gave rise to tax benefits in 
prior years, you may not be on safe ground 
in believing that income may be avoided if 
the cancellation is designated as a capital 
contribution. Prior to the decision in the 
Helvering v. American Dental Company case,” 
which enunciated the principle of gratuitous 
forgiveness discussed in the next section, 
there was an apparent conflict in judicial 
opinion as to whether or not the debtor 
realized income when its shareholder can- 
celled a debt which had given rise to a tax 
benefit in prior years. The Second Circuit 
held that such a transaction did not result 
in income,” while the Eighth Circuit (in 
the Helvering v. Jane Holding Company case) 
held that it did.” The Tax Court indicated 
that it would follow the rule enunciated by 
the Eighth Circuit.” 


The principle enunciated in the American 
Dental case, that gratuitous forgiveness of 
indebtedness does not result in income, 
superseded the tax-benefit theory advanced 
by the Eighth Circuit Court in the Jane 
Holding Company case, and in subsequent 
cases of this nature it was held that no 
income resulted.” However, at least some 


%*O, D. 1034, 5 
CB 120. 

17 Texas and Pacific Railway Company, CCH 
Dec. 13,110(M), 1 TCM 863 (1943). 

18 43-1 ustc { 9318, 318 U. S. 322. 

19 Commissioner v. Auto Strop Safety Razor 
Company, footnote 15; Carroll-McCreary Com- 
pany v. Commissioner, 42-1 ustc § 9183, 124 F. 
(2d) 303 (CCA-2). 

20 Helvering v. Jane Holding Corporation, 40-1 
ustc § 9280, 109 F. (2d) 933 (CCA-8), rev’g CCH 
Dec. 10,475, 38 BTA 960, cert. den. 310 U. S. 653. 

21 Brown Cab Company, footnote 8. This deci- 
sion was vacated June 1, 1943, on authority of 
the American Dental case. George Hall Corpo- 
ration, CCH Dec. 12,935, 1 TC 471 (1943), which 
was superseded by CCH Dec. 13,264, 2 TC 146 
(1943), also on authority of the American Dental 
case. 

22 George Hall Corporation v. Shaughnessy, 
46-2 ustc § 5904, 67 F. Supp. 748 (DC N. Y.). 
Also see footnote 21. 


CB 277; I. T. 1901, III-1 
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doubt has been cast upon the gratuitous- 
forgiveness rule of the American Dental case 
by the decision in Commissioner v. Lewis F. 
Jacobson.* Whether or not controversy will 
again develop over the realization or non- 
realization of income where a stockholder 
cancels indebtedness owed him by the cor- 
poration (which received a tax benefit 
therefrom) apparently hinges upon the ef- 
fect the Jacobson decision has on the rule 
enunciated in the American Dental case. This 
question is discussed in Part 4 of this article. 


Generally, the issuance of stock as con- 
sideration for the cancellation of debt will 
be treated as a capital contribution * except 
where Treasury stock is involved. This rule, 
however, is not definitely settled.” 


(4) Gratuitous Forgiveness 
of Indebtedness 


Prior to the Supreme Court decision in the 
Jacobson case, many taxpayers convinced the 
courts (and undoubtedly many more con- 
vinced representatives of the Treasury De- 
partment) that they had received no taxable 
income upon a cancellation or reduction of 
indebtedness, because the cancellation was 
gratuitous and, therefore, did not give rise 
to income under the principles enunciated 
in the American Dental case.* However, the 
Supreme Court decision in the Jacobson 
case has cast serious doubt upon the valid- 
ity of the American Dental doctrine. In this 
decision, the Supreme Court held specifi- 
cally that the principle of gratuitous for- 
giveness does not apply to the purchase of 
a debtor’s own evidences of indebtedness 
at less than the amount due thereon and 
that the debtor realizes income from such 


33 Footnote 3. 


*% Mallory, CCH Dec. 7929, 27 BTA 750 (1933); 
Starr, CCH Dec. 256, 1 BTA 681 (1925). 


2° The dicta in Claridge Apartments Company 
v. Commissioner, 43-2 ustc { 9663, 138 F. (2d) 
962 (CCA-7), rev’d on other grounds 44-2 ustc 
f 9532, 323 U. S. 141, indicate that cancellation 
of indebtedness in consideration for the issu- 
ance of stock may give rise to income equal to 
the excess of the indebtedness extinguished over 
the fair market value of the stock. 


See the ‘‘Chronological summary of all 
significant tax cases dealing with the cancel- 
lation of indebtedness from the date of the 
Supreme Court’s decision in Helvering v. Amer- 
ican Dental Co. to October 15, 1948’’ accom- 
panying this author’s article ‘‘Cancellation of 
Indebtedness,’’ Proceedings of New York Uni- 
versity Seventh Annual Institute on Federal 
Taxation (1948), p. 1368. 


*% On the basis of the principles enunciated in 
the Kirby Lumber case, cited in footnote 5. 


130 





February, 1951 





a transaction” even when the bonds are 
acquired through direct negotiations with 
the holders thereof. This decision overruled 
the partially developed rule of the Tax 
Court that a debtor does not realize income 
from the purchase, by direct negotiation, 
of his own evidences™ of indebtedness un- 
der the American Dental doctrine. The rule 
apparently controls even when the creditor 
and debtor are related.” 


The importance of the Jacobson decision, 
however, apparently rests upon its “clari- 
fication” of the gratuitous-forgiveness doc- 
trine. The Supreme Court indicated that 
this doctrine will control only when there 
is evidence of a specific intent on the credi- 
tor’s part to forgive or cancel all or some 
portion of the debt gratuitously and when 
the transaction is not one in which the 
creditor is attempting to obtain the highest 
possible amount for the claim. The effect 
of this limitation on the gratuitous-forgive- 
ness dicta is not so clear that a definite 
statement can be made, but in all five cases 
concerning this question presented to it 
since the Jacobson decision, the Tax Court 
has found that the creditor was attempting 
to obtain the highest possible amount for 
the claim and showed no intent of gratuitous 
forgiveness.” Only in one district court 
case has the American Dental doctrine been 
held to control the situation in spite of the 
Jacobson case." The trend of these decisions 
indicates that the doctrine of gratuitous 
forgiveness, even if not completely elimi- 
nated, is seriously curtailed in its applicability 
to situations involving the cancellation of 
indebtedness. 


The success the Commissioner has en- 
countered concerning this question in the 
cases subsequent to the Jacobson decision 


2s Bulkley Building Company, CCH Dec. 
14,206(M), 3 TCM 1127 (1944); Hdmont Hotel 
Company, CCH Dec. 16,242, 10 TC 260 (1948), 
rev'd by stipulation 49-1 ustc § 9238 (CA-5); and 
the Tax Court decision in the Jacobson case 
(CCH Dec. 15,155, 6 TC 1048 (1946)). 

2 Smythe Building Company, CCH Dec. 16,897, 
12 TC 520 (1949), and the reversal by stipulation 
of the Edmont Hotel case, footnote 28. 

%® Smythe Building Company, footnote 29; New 
York Trap Rock Corporation, CCH Dec. 
16,961(M), 8 TCM 436 (1949); 1180 East 63rd 
Street Building Corporation, CCH Dec. 16,876, 
12 TC 487 (1949); Astoria Marine Construction 
Company, footnote 8; Spear Box Company, Inc., 
CCH Dec. 17,142, 13 TC 238 (1949). 

%1 Boos v. Reynolds, 49-1 ustc § 9276, 84 F. 
Supp. 185 (DC Minn.). In this case, the court 
found that the facts showed that the creditor 
desired to forgive the accrued rent gratuitously 
and further stated that it found nothing in the 
Jacobson case indicating disapproval of the 
decision in the American Dental case. 
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will undoubtedly encourage him to attempt 
to eliminate completely the “gift” doctrine 
in connection with the cancellation of in- 
debtedness. It is highly unlikely that the 
Treasury will acquiesce in any contention 
that the cancellation was gratuitous forgive- 
ness of indebtedness (unless the cancellation 
was that of a principal indebtedness owed 
a stockholder) but will force the taxpayer 
to litigate if he wishes to try to win his 
case. Therefore, carefully follow the judicial 
interpretation of the Jacobson case. In addi- 
tion to proving that there was no considera- 
tion given for the cancellation” or reduction, 
you must show conclusively that there is 
evidence of a specific intent on the credi- 
tor’s part to forgive or cancel all or some 
portion of the debt gratuitously and that 
the transaction is not one in which the 
creditor is attempting to obtain the highest 
possible amount for the claim. Apparently, 
under the Jacobson doctrine, such intent is 
not present when a debtor purchases his 
own obligations at a discount.” 


(5) Special Circumstances 
Surrounding Indebtedness 


Certain special circumstances concerning 
your client’s indebtedness may exclude the 
gain on the cancellation from income. You 
may find that the indebtedness in question 
falls under one of the categories discussed 
below. 


Generally, if a debt which is not a per- 
sonal obligation of the debtor is cancelled, 
the debtor realizes no income.” In cases 





where the obligation cancelled consists of a 
mortgage not assumed by the debtor,” a 
special assessment against land,® a delinquent 
tax assessment on real property,” liens on 
land,*® script certificates which are not a 
charge on the debtor’s assets,” or bonds of 
a subsidiary which are not personal obliga- 
tions of the parent under state law and 
which were exchanged by the parent for 
bonds of a lower face value just prior to the 
liquidation of the. subsidiary,” the courts 
have held that the cancellation thereof does 
not give rise to taxable income. 


Caution is urged against unqualified reli- 
ance on the rule relating to the cancellation 
of indebtedness which is not a personal 
obligation of the debtor but merely a charge 
against his property, since certain cases 
hold otherwise.” 


If the indebtedness of your client con- 
stitutes an element in determining the cost 
or other basis of the property and income 
does not arise from the cancellation, a de- 
ferred tax detriment results, since the basis 
must usually be reduced in a corresponding 
amount. The effect of this is a lower an- 
nual depreciation deduction if the property 
is subject to depreciation and an additional 
gain upon its disposal.” In such a situation 
it will be advisable, if possible, to establish 
some other basis for the exclusion of gain 
from income. 


Occasions arise where the amount or 
validity of a claim is in dispute.* Often 
such disputed items must be settled by com- 
promise. In such cases, the compromise 
does not result in income.“ 





32 Absence of consideration must be estab- 
lished by positive evidence. Elizabeth Operat- 
ing Corporation, CCH Dec. 13,510(M), 2 TCM 
817 (1943). 


3% See the Tax Court decisions in Smythe 


Building Company, footnote 29, and New York 
Trap Rock Corporation, footnote 30. 

% Doty, CCH Dec. 16,670(M), 7 TCM 789 (1948). 

% American Seating Company, CCH Dec. 4601, 
14 BTA 328 (1928); Fulton Gold Corporation, 
CCH Dec. 8766, 31 BTA 519 (1934). 

% Hiatt, CCH Dec. 9554, 35 BTA 292 (1937). 
However, in Clauss, BTA Memo. Op., Docket 
76634 (1936), the court held that the purchase 
of bonds, at less than face value, which were 
accepted at face value in payment of an assess- 
ment against land gave rise to income even 
though the debtor was not personally obligated 
on the bonds, since the lands were secured by 
an assessment which constituted a lien on the 
debtor’s property. 

31 Hotel Astoria, Inc., CCH Dec. 11,314, 42 BTA 
759 (1940). In this case, the taxpayer paid the 
assessment with the taxing authority bonds 
which it had purchased at less than par. See 
also 1180 East 63rd Street Building Corporation, 
footnote 30, in which the Commissioner appar- 
ently did not attempt to include in taxable 
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income the amount of the cancelled property 
taxes which, having accrued prior to the acqui- 
sition by taxpayer of the real estate, were not 
a personal obligation of such taxpayer. 

38 Ernst Kern Company, CCH Dec. 12,906, 1 TC 
249 (1942). In this case, the debtor corporation 
issued its own obligations in satisfaction of a 
lien of a greater amount. 

% Terminal Investment Company, CCH Dec. 
13,593, 2 TC 1004 (1943). 

# Stanley Company of America, CCH Dec. 
17,060, 12 TC 1122 (1949). 

41 Mendham Corporation, CCH Dec. 16,004, 9 
TC 320 (1947); Central Paper Company, Inc. v. 
Commissioner, 46-2 ustc § 9403, 158 F. (2d) 131 
(CCA-6), aff’'g CCH Dec. 14,544(M), 4 TCM 469 
(1945). 

42 However, depreciation for years prior to the 
transaction is not to be affected by the reduced 
basis. Blackstone Theatre Company, CCH Dec. 
16,976, 12 TC 801. 

4% Terminal Investment Company, footnote 39. 

4 Commissioner v. Sherman, 43-1 ustc § 9367, 
135 F. (2d) 68 (CCA-6), aff’'g CCH Dec. 11,872, 
44 BTA 853 (1941); Corporacion De Ventas v. 
Commissioner, 42-2 ustc ] 9599, 130 F. (2d) 141 
(CCA-2). 
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Where the debt to be adjusted arises 
from the purchase of property and the re- 
duction in the obligation arises from a 
decline in value, such adjustment may qualify 
as a.reduction in purchase price not con- 
stituting income to the debtor.“ Neces- 
sarily, the adjustment of the purchase price 
will reduce the taxpayer’s basis of the 
property, so other means of excluding the 
amount of cancellation from income should 
be explored before resorting to this defense. 
A. reduction in purchase price results if a 
purchase-money obligation is adjusted so 
as to reduce the unpaid balance of the 
obligation to an amount not exceeding the 
market value of the property at the time 
of adjustment of the debt.“ As long as the 
adjustment does not exceed the amount of 
the reduction in the market value of the 
property from the date originally acquired 
to the date of such adjustment, it will not 
give rise to income.“ 


The principle of “adjustment of purchase 
price” does not apply where the indebted- 
ness to be reduced arose from the purchase 
of merchandise or other items, the cost of 
which was included in determining the 
profits of a prior year. In such a case, the 
reduction will give rise to income.* 


No income is realized upon the cancella- 
tion of an obligation which did not give 
rise to an asset. An example of such a 
transaction concerns a corporation which 
purchases at a discount its own obligation 
which had been issued as a dividend.” 
Closely allied transactions such as the com- 
promise settlement of a judgment™ or the 
reduction of a note given for prior years’ 
rent, the deduction for which did not give 





rise to a tax benefit," have also been held 
not to give rise to income. 


Whenever any payment in foreign cur- 
rency represents an item to be considered 
in computing income, any appreciation or 
depreciation in such currency will be a 
factor in determining such income.” In 
some cases, however, indebtedness expressed 
in the terms of foreign currency may be 
paid with currency bought at a lower rate 
of exchange without resulting in income.” 
Such payment may be considered to constitute 
a payment in accordance with its terms, 


No income results where the terms of 
the indebtedness permit payment at less 
than face value and the debtor selects the 
cheapest alternative.” In this case, the basis 
of the property giving rise to the indebted- 
ness is limited to the amount paid, and, 
accordingly, this may merely result in a de- 
ferment of income. Where an obligation 
permits payment in more than one medium, 
income may not result.” Apparently this 
rule is not applicable in cases where the 
debtor has the option of paying the pur- 
chase money obligation in bonds or certifi- 
cates evidencing such obligation.” 


(6) Elements Ordinarily 
Giving Rise to Income 


Certain situations ordinarily give rise to 
income when a solvent debtor’s obligation 
is cancelled. This was seen to be the rule 
where a debtor purchased his own evi- 
dences of indebtedness at less than the face 
amount thereof.” There are two additional 





®% Hirsch v. Commissioner, 40-2 ustc J 9791, 115 
F. (2d) 656 (CCA-7), rev’g CCH Dec. 11,070, 41 
BTA 890 (1940); Helvering v. A. L. Killian 
Company, 42-2 ustc { 9487, 128 F. (2d) 433 
(CCA-8), aff’'g CCH Dec. 11,766, 44 BTA 169 
(1941); Allen and Company, CCH Dec. 13,126(M), 
1 TCM 887 (1943); Pancoast Hotel Company, 
CCH Dec. 13,317, 2 TC 362 (1943); Gwinn, CCH 
Dec. 13,984(M), 3 TCM 548 (1944); Hextell v. 
Huston, 39-2 ustc { 9593, 28 F. Supp. 521 (DC 
Ia.); Gehring Publishing Company, Inc., CCH 
Dec. 12,915, 1 TC 345 (1942). Also see Lynch, 
‘“‘Some Tax Effects of Cancellation of Indebted- 
ness,’’ 13 Fordham Law Review 152, 155 (1944). 

46 Allen and Company and Gwinn, footnote 45. 
See also Nutter et al., CCH Dec. 15,302, 7 TC 
480 (1946). 

41See Lynch, work cited, footnote 45. Also, 
see Surrey, ‘‘The Revenue Act of 1939 and the 
Income Tax Treatment of Indebtedness,’’ 49 
Yale Law Journal 1153, 1169 (1940). 

4B, F. Avery and Sons, Inc., CCH Dec. 7790, 
26 BTA 1393 (1932), appeal dism’d 67 F. (2d) 
985 (CCA-6, 1933). 

# Commissioner v. Rail Joint Company, 3 ustc 
#991, 61 F. (2d) 751 (CCA-2), aff’g CCH Dec. 
6886, 22 BTA 1277 (1931). 
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50 Ruben v. Commissioner, 38-2 ustc { 9451, 97 
F. (2d) 926, rev’'g CCH Dec. 9768, 36 BTA 604 
(1937). 

51 Baumann and Company, 
13,239(M), 2 TCM 188 (1943). 

52 Vietor and Achelis, et al. v. Satt’s Textile 
Manufaciuring Company, 1 ustc { 274, 26 F. 
(2d) 249 (DC Conn., 1928). 

53 Bowers v. Kerbaugh-Empire Company, 1 
ustc J 174, 271 U. S. 170 (1926); Goodrich Com- 
pany, CCH Dec. 13,187, 1 TC 1098 (1943); Cover- 
dale, CCH Dec. 14,659(M), 4 TCM 713 (1945). 

54 Pinkney Packing Company, CCH Dec. 
11,335, 42 BTA 823 (1940). 

55 Cherokee Company, CCH Dec. 11,110, 41 
BTA 1212 (1940). 

56 Fifth Avenue-Fourteenth Street Corporation 
v. Commissioner, footnote 10. 

57 This rule was also held to control where 
the parent purchased its subsidiary’s bonds at a 
discount and then acquired all the assets and 
assumed all the liabilities of the subsidiary. 
The parent was held to have realized income at 
the time the subsidiary was liquidated. Hous- 
ton Natural Gas Corporation (Texas) v. Com- 
missioner, 49-1 ustc 9211, 173 F. (2d) 461 
(CA-5). 
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relatively common instances where the can- 
cellation will ordinarily result in income. 


If an obligation has been barred by the 
statute of limitations, the cancellation will 
give rise to income.™ Apparently this rule 
has greater weight than either the “contri- 
bution of capital” or the “gratuitous for- 
giveness” rules.” 


Ordinarily, income will result to a stock- 
holder when his obligation to the corpora- 
tion is cancelled.” If the cancellation is in 
effect a distribution by the corporation, the 
taxable status will be the same as any other 
distribution.” A reduction in a stockhold- 
er’s debt to a controlled corporation has 
been held to be a dividend,” and where 
the indebtedness of a stockholder is can- 
celled for services, the income arising there- 
from will be deemed to be compensation.” 
In certain cases, it has been held that in- 
come does not result where a stockholder’s 
debt to the corporation is cancelled. No 
income arises if the cancellation is effected 
in an arm’s-length transaction for business 
reasons such as the reduction of the pur- 
chase price of property™ or the cancella- 
tion of the indebtedness due from an 
insolvent stockholder.* When a corporation 
is dissolved and its assets distributed, its 
shareholders do not realize income merely 
by reason of the elimination of any indebt- 
ness to the corporation upon the dissolution.” 


(7) Deferment 
Under Code Section 22(b)(9) 


If the cancellation of your client’s indebted- 
ness would ordinarily result in income, you 
should investigate the possibility that such 
income can be deferred or eliminated under 
some specific provision of the Internal 
Revenue Code. 


Section 22 (b) (9), which generally pro- 
vides tax deferment only, has been the most 


58 Securities Company v. U. S., 48-1 ustc J 9239, 
58 F. Supp. 532 (DC S. D.). 

59 Schweppe, CCH Dec. 15,838, 8 TC 1224 
(1947), aff'd 48-1 ustc { 9280, 168 F. (2d) 284 
(CCA-9). In this case, the creditors and mem- 
bers of her family controlled the debtor cor- 
poration. 

® Code Section 115 (a); Fitch v. Helvering, 
4 ustc 41271, 70 F. (2d) 583 (CCA-8, 1934); 
Allen v. Commissioner, 41-1 ustc { 9245, 117 F. 
(2d) 364 (CCA-1); Dowling, CCH Dec. 4408, 13 
BTA 787 (1928); Miller, CCH Dec. 7414, 25 BTA 
418 (1932); Wiese v. Commissioner, 38-1 ustc 
{ 9059, 93 F. (2d) 921 (CCA-8). 

81 See Code Section 115. 

6 Leadbetter, CCH Dec. 13,434(M), 2 TCM 
626 (1943). 

6 Denney, CCH Dec. 9175, 33 BTA 738 (1935); 
Hagan Corporation, CCH Dec. 6410, 21 BTA 
41 (1930); Regulations 111, Section 29.22 (a)-13. 
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important of such sections, since it is ap- 
plicable to all corporations in instances of 
cancellation or partial cancellation of obli- 
gations evidenced by securities. Under this 
section, any income of a corporation arising 
from the discharge of such obligations in a 
taxable year commencing prior to January 
1, 1951, is excludible from gross income, 
provided the corporation consents to an 
adjustment in the basis of its property in 
accordance with Section 113 (b) (3) and 
the Regulations promulgated thereunder.” 
This section was originally applicable only 
to corporations in an unsound financial conr 
dition, but for taxable years beginning after. 
December 31, 1941, it was made applicable 
to all corporate debtors. The original law. 
was applicable only to years beginning after 
December 31, 1938, and prior to January 
1, 1942. However, this date has been peri- 
odically extended so that it now applies to 
taxable years commencing before January 
1, 1951. Whether or not this relief section 
will be extended to future taxable years is 
unknown at this time.* 


In order to take advantage of this relief 
provision, your client must file a consent 
(Form 982) with its income tax return for 
the year in which the indebtedness is can- 
celled which agrees to an adjustment of 
the basis of its properties. : 


As authorized by Section 113 (b) (3), the 
Commissioner has prescribed Regulations ® 
providing the general manner and order in 
which the reduction of the basis of the 
taxpayer’s assets is to be made. Under these 
Regulations, the basis of the assets is to be 
reduced by an amount equal to the income 
excluded from gross income under Section 
22 (b) (9), but the basis of an asset is not 
to be reduced by an amount greater than 
the adjusted basis of the asset before such 
reduction. The order in‘ which the reduc- 
tion should be applied is as follows (unless 


* Gwinn, footnote 45. 

®& Watson, CCH Dec. 14,196(M), 3 TCM 1108 
(1944). 

%®% Gilmore, CCH Dec. 10,873, 40 BTA 945 
(1939); Nathan H. Gordon Corporation, CCH 
Dec. 13,473, 2 TC 571 (1943), Commissioner’s 
appeal dism’d January 31, 1944. 

& Regulations 111, Sections 29.22 (b) (9)-1— 
22 (b) (9)-2, 113 (b) (3)-1—113 (b) (3)-2. 

8 Representative Doughton, North Carolina, 
Chairman of the House Ways and Means Com- 
mittee, has-announced that the extension of 
Section 22 (b) (9) to taxable years beginning 
before January 1, 1951, is the final such ex- 
tension. 

® Regulations 111, Sections 29.113 (b) (3)-1— 
29.113 (b) (3)-2. 








so. stated, the term “property” does not 
include inventory, notes or accounts re- 
ceivable, or money, and the term “basis” 
means the cost or other tax basis deter- 
mined without regard to this particular 
section of the Regulations): 


(a) Specific property, the purchase of 
which gave rise to the indebtedness, whether 
or not a lien was placed against the prop- 
erty securing the payment of all or a part 
of such indebtedness. 


(b) Specific property against which there 
is a lien, other than a lien incurred to 
purchase such property, securing such in- 
debtedness. 


(c) If the amount of the income excluded 
from gross income exceeds the amount of 
the reduction required under (a) and (b), 
such excess should be applied against the 
basis of the other assets of the taxpayer. 
The basis of each such asset is to be re- 
duced by the proportion that the basis of 
each bears to the total basis of all such 
property of the taxpayer. 


(d) Any additional excess of the amount 
of the income so excluded over the amount 
of the reduction in the basis of the above 
assets should be applied against the basis 
of inventory, notes receivable and accounts 
receivable in the proportion that the basis 
of inventory, notes receivable and accounts 
receivable bears to the sum of the bases 
of such inventory, notes receivable and 
accounts receivable. 


The reduction of the basis of property is 
considered to take place as of the beginning 
of the year in which the indebtedness is 
cancelled in those cases where the taxpayer 
owned the property at such time. Where 
the property was acquired during such year, 
the reduction takes place as of the date 
that the property is acquired. These rules 
are applicable regardless of the time such 
property was subsequently sold, exchanged 
or otherwise disposed of by the taxpayer. 


The taxpayer may, however, reduce the 
basis of its property in some manner other 
than that set forth above if the taxpayer 
files a request for a variation from the 
general rule with its return for the year in 
which the consent is filed, and the Com- 


7 Where the taxpayer requested a_ special 
method for reducing basis and specifically did 
not consent to the application of the general 
rule, the Tax Court, without discussing the 
provision in the Regulations permitting a re- 
quest for a special method, held that the trans- 
action resulted in income (although it was not 
so stated, the Commissioner undoubtedly did 
not approve of the method requested by the 
taxpayer; otherwise, he would not have pro- 


134 





February, 1951 


missioner approves the method which the 
taxpayer requests to be used. If the tax- 
payer and the Commissioner cannot reach 
an agreement as to the manner in which 
the basis of the assets should be reduced, 
the general procedure as outlined above 
shall apply, unless the taxpayer specifically 
states on Form 982 that it does not consent 
to the application of the general rule, in 
which event the income so realized prob- 
ably will be included in gross income.” 


If the taxpayer elects to exclude income 
under this relief provision, the reduced 
basis of his assets will: 


(a) Entitle him to less depreciation in 
the current and subsequent years with re- 
spect to depreciable assets so affected; 


(b) Result in a greater gain (or smaller 
loss) in the case of subsequent sale of the 
assets so affected; 


(c) Cause him to realize income on the 
collection of any accounts or notes receiv- 
able whose bases are reduced (such income 
would be ordinary income); 


(d) Increase his income in the current 
and, perhaps, subsequent years in most 
instances by decreasing the cost of goods 
sold in instances where the basis of inven- 
tory is affected. 


Since the effect, therefore, is that income 
is merely deferred and not actually elimi- 
nated under this section, this course of 
action should be taken only as a last resort. 


It appears that a taxpayer could file a 
consent, as provided in the Regulations, for 
a particular year and still not be required 
to reduce the basis of its properties because 
of the discharge of indebtedness during 
the year if such discharge did not result in 
taxable income by reason of some other 
factor. Section 22 (b) (9) refers to the ex- 
clusion from gross income of “the amount 
of any income of the taxpayer attributable 
to the discharge,” and Section 113 (b) (3) 
refers to the amount “excluded from gross 
income under Section 22 (b) (9).” Under 
Regulations Section 113 (b) (3)-1 (F), the 
maximum reduction in basis is the amount 
of income resulting from the cancellation 
of the indebtedness.” 


posed that taxable income resulted). 
Box Company, Inc., footnote 30. 
71 Such Regulations section provides in part: 
“Regardless of the amount excluded by the 
taxpayer from its gross income under Section 
(b) (9) and so stated on Form 982, the 
maximum amount by which basis may be re- 
duced in respect of the discharge of any in- 
debtedness is the amount of income resulting 
from the discharge of such indebtedness.”’ 
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Thus, even though a consent is filed, if 
the taxpayer realizes no income on the 
discharge of the indebtedness because such 
taxpayer is insolvent both before and after 
the discharge or because the discharge is 
actually a gift or a contribution to capital, 
etc., there would be no requirement to 
reduce the basis of its assets because of 
such discharge, since there would be no 
income attributable to the discharge to be 
excluded from gross income.” 


In many instances where a corporation 
discharges an indebtedness evidenced by a 
security for an amount less than the amount 
originally received on issuance, accrued in- 
terest which has been previously deducted 
is cancelled in whole or in part. Neither 
the Code nor the Regulations specifies 
whether such interest constitutes indebted- 
ness evidenced by a security. A ruling of 
the Treasury provides that the cancellation 
of such interest results in income attrib- 
utable to the discharge of indebtedness 
which may be excluded from gross income 
under Section 22 (b) (9).% The Tax Court 
has held that where accrued interest did 
not result in a tax benefit in the year of 
deduction, the cancellation of such interest 
did not result in income.“ Therefore, as 
pointed out previously, the basis of assets 
would not have to be reduced for such 
cancellation. 


(8) Exemption 
Under Code Section 22(b)(10) 


This section is extremely limited in its 
application, since it relates only to cancella- 
tion or adjustment in certain situations of 


™ See the Tax Court’s reasoning in Cocheco 
Woolen Manufacturing Company, CCH Dec. 
14,674 (M), 4 TCM 753 (1945). 

31. T. 3682, 1944 CB 78. 

™ Chenango Textile Corporation, CCH Dec. 
12,895, 1 TC 147 (1942), rev’d in part on other 
grounds 45-1 ustrc { 9241, 148 F. (2d) 296 
(CCA-2). 

™% Regulations 111, Section 113 (b) (3)-1. 

7% The recent recodification of the United 
States Code has resulted in a renumbering of 
the sections of the National Bankruptcy Act. 
The old and new numbers of the sections perti- 
nent-to this question are as follows: 


Old New 
MMS es calete ae en aiees 668 
/ SERA mer etc, 
NS Fis sabe aan eee 795 
eee 
ME Gos hates wetne Sates 920 
MS d= chee bh Urol mte 922 
I ais: < we suaewaroenesee 1079 


Sections 668 and 670 relate to proceedings 
under Chapter X of the bankruptcy act which 
deal with corporate reorganizations. Sections 
795 and 796 relate to arrangements under Chap- 
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indebtedness of a railroad corporation. It 
provides that no taxable income is realized 
by such a corporation as a result of the 
discharge of any indebtedness, in a taxable 
year beginning after December 31, 1939, 
and prior to January 1, 1951, pursuant to 
an order of the court in a receivership 
proceeding or in a proceeding under Sec- 
tion 77 of the bankruptcy act, as amended. 
Since this section contains no requirement 
relating to the adjustment of the basis of 
the debtor’s property as is found in Section 
22 (b) (9), it provides tax exemption and 
not merely tax deferment.” Originally it 
was applicable only to taxable years begin- 
ning prior to January 1, 1945, but has been 
periodically amended so that it is now 
applicable to taxable years beginning prior 
to January 1, 1951. 


(9) Deferment or Exemption 
Under National Bankruptcy Act 


The National Bankruptcy Act, as amended, 
provides that any gain realized by reason 
of the cancellation or adjustment of indebt- 
hess under any proceedings provided for 
in such act is to be excluded from gross 
income.” Such exclusion” may result in 
deferment of income only, since, in general, 
the basis of the debtor’s assets must be 
reduced by the amount of the reduction in 
indebtedness. This does not apply to the 
cancellation or adjustment of indebtedness 
in a “wage earners’ plan” confirmed under 
Section XIII of the act. It is also inappli- 
cable to the cancellation of unpaid interest 
which did not result in a tax benefit, to cer- 
tain Section 77B reorganizations approved 


ter XI of the act. Sections 920 and 922 relate 
to real property arrangements under Chapter 
XII of the act, and Section 1079 of the act 
relates to wage earners’ plans. 


7 Regulations 111, Section 29.22 (a)-13 (b) 
relating to the National Bankruptcy Act pro- 
vide that no income is realized by reason of 
cancellation of indebtedness because of the 
following: 


(1) Discharge under Section 14 of the bank- 
ruptey act as a result of adjudication in bank- 
ruptcy. 

(2) An agreement among creditors not con- 
summated under the bankruptcy act, as 
amended, if immediately thereafter the tax- 
payer’s liabilities exceed the value of his assets. 

(3) A plan of corporate reorganization con- 
firmed under either Section 77B or Chapter X 
of the act; or 

(4) A composition agreement confirmed under 
either Section 12 or Section 74 thereof; or 

(5) An ‘“‘arrangement’”’ or a “real property 
arrangement’’ confirmed under Chapter XI or 
Chapter XII, respectively, thereof; or 

(6) A ‘‘wage earners’ plan’’ confirmed under 
Chapter XIII thereof. 
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prior to September 22, 1938, or to the case 
of certain street railways as outlined in Code 
Sections 113 (b) (4) and 113 (a) (21). The 
amount of the reduction is limited insofar 
as the basis of the debtor’s property cannot 
be reduced below its fair market value. 


The Commissioner has prescribed the 
manner and order of reduction in the basis 
of the taxpayer’s assets where such reduc- 
tion is required pursuant to the National 
Bankruptcy Act, as amended. The general 
method ® is similar to the manner and order 
provided in Section 113 (b) (3)-1 of the 
Regulations dealing with the relief provi- 
sions of Section 22 (b) (9) previously 
outlined. 


The most important exception provides 
that the basis of any property cannot be 
reduced below its fair market value at the date 
of entry of the order confirming the plan, com- 
position or arrangement under which the in- 
debtedness is cancelled or reduced.” This ex- 
ception requires a slightly different procedure. 
First, the amount of the reduction of any 
indebtedness, which arose as a result of 
purchase of property or which is secured 
by a lien against specific property (in either 
case excepting inventory, notes receivable 
and accounts receivable), is applied to re- 
duce the basis of each particular unit of 
property against which the particular in- 
debtedness applies, to the extent of the 
amount of the reduction of each such in- 
debtedness, but the basis of each such unit 
is not to be reduced below its fair market 
value. 


After the above step is taken, all the 
property of the taxpayer (except, of course, 
the inventory, notes receivable, accounts 
receivable and money) is considered. Any 
excess of the amount of the indebtedness 
cancelled or reduced over the amount of 
the reduction in basis of the assets consid- 
ered in the preceding paragraph is then 
applied to reduce the basis of any of the 
debtor’s assets (other than inventory, notes 
receivable and accounts receivable) which 
have a remaining basis greater than their 
fair market value. The basis of each such 
unit is to be reduced in an amount equal 
to such proportion as the remaining cost or 
other tax basis of each such unit bears to 
the sum of remaining costs or other tax 
bases of such units (after the reduction 
provided in the preceding paragraph for 


73 Regulations 111, Section 113 (b) (1)-2. 

7 The courts have held that the bankruptcy 
act does not authorize an increase in basis to 
fair market value where such basis exceeds the 
cost or other basis. Warren Balderston Com- 


136 





those assets which were not reduced to 
their respective fair market values in the 
first step above), but the basis of a par- 
ticular unit is not to be reduced below its 
fair market value. Since in only an ex- 
tremely rare instance would the ratio of 
the remaining cost or other tax basis of 
each unit to its fair market value be the 
same as that of each of the other units 
under consideration, this process must be 
carried out in steps. In each computation, 
the basis of each unit under consideration 
must be reduced by the same ratio as that 
of that particular unit whose fair market 
value bears the highest ratio to its cost or 
other tax basis. The process is continued 
until either the total reduction of basis is 
equal to the total indebtedness cancelled or 
adjusted or until all assets under considera- 
tion have been reduced to their fair market 
values. 


If the amount of the indebtedness can- 
celled exceeds the total amount of the 
aforesaid reduction of bases (after the basis 
of all assets except inventory, notes re- 
ceivable, accounts receivable and money 
has been reduced to fair market value), the 
cost or other bases of inventory, notes 
receivable and accounts receivable are to 
be adjusted in the same manner as described 
above, but the basis of a particular asset 
is not to be reduced below its fair market 
value. Since the act provides that no tax- 
able income will be realized in respect to 
a debtor in a bankruptcy proceeding (ex- 
cept that arising because of the reduction 
in basis of the debtor’s assets), the amount 
of the cancellation not offset by a reduction in 
basis will not result in income to the debtor. 


If the taxpayer and the Commissioner 
agree, some method other than the general 
one outlined above may be followed in 
reducing the basis." This method must be 
determined in a closing agreement. 


If indebtedness is cancelled in a situation 
covered by the National Bankruptcy Act, 
apparently the debtor’s basis must be re- 
duced to the extent therein provided even 
if such a cancellation would not constitute 
income under the principles discussed in 
Parts 2, 3, 4 and 5 of this article, since the 
act relates to the amount of indebtedness 
cancelled and not to “income” realized on 
the cancellation of indebtedness. 


(Continued on page 167) 


pany, CCH Dec. 14,383, 4 TC 764 (1945); Fifth 
Street Store, CCH Dec. 15,071, 6 TC 664 (1946). 
80 National Bankruptcy Act, as amended, Sec- 
tions 668, 670. 
81 Regulations 111, Section 113 (b) (1)-3. 
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The Replacement Fund 


in Involuntary Conversions 


BY CARL W. BROWN, New York CPA 


TAX REGULATIONS GOVERNING INVOLUNTARY CONVERSION 


MAY BE OF 


bk BASIC PRINCIPLE expressed in 
Code Section 112(f) that the gains on 
involuntary conversions shall not be recog- 
nized if they are forthwith expended in 
the acquisition of similar property was 
introduced by the Revenue Act of 1921. 
So also was the principle that if immediate 
reinvestment in similar property is not fea- 
sible, the tax advantages can be preserved 
through the establishment of a replacement 
fund. The Treasury Department, however, 
had applied these principles without statu- 
tory foundations in World War I. In cases 
of vessels requisitioned by the government, 
the vessels were compensated for in amounts 
far exceeding their adjusted bases,. because 
it was not possible to acquire similar ves- 
sels at the time. 


In 1918, the Treasury Department issued 
T. D. 2706, Compensation for Property 
Requisitioned or Lost or Destroyed Through 
War Hazards: Replacement Fund: Taxation 
Deferred (X1I-2 CB 393). It read in part: 


“Although the intention or obligation of 
a taxpayer in such cases may be to use the 
entire sum received as compensation for 
the. replacement in kind of the lost or 
destroyed property, it is recognized that it 
may not be practicable, owing to war con- 
ditions, to make such replacement for a 
considerable time. In such cases, the tax- 
payer may establish a replacement fund in 
which the entire amount of the compensa- 
tion so received shall be held, and pending 
the disposition thereof, the accounting for 
loss or gains thereupon may be deferred for 
a reasonable period of time to be deter- 


INCREASING SIGNIFICANCE AS THE MILITARY 
PREPAREDNESS PROGRAM GOES 


INTO HIGH GEAR 


mined by the Commissioner of Internal 
Revenue. In any such case the tax- 
payer should make application to the Com- 
missioner for permission to establish such 
replacement fund.” 


Through the Revenue Act of 1921, the 
replacement fund was introduced into 
the statutes and kept there throughout the 
changes made in the law of involuntary 
conversion by the Revenue Acts of 1924, 
1938 and 1942. It is now contained in Sec- 
tion 112(f). There is no statutory elabora- 
tion on such fund. Everything is left to 
the Commissioner with the approval of the 
Secretary. 


In I. T. 1617, II-1 CB 119 (1923), the 
Treasury Department found occasion to 
give its opinion on the composition of the 
funds: 


“Inquiry is also made whether a tempo- 
rary investment in municipal bonds, with 
a view to subsequent investment in other 
property, would be recognized as the estab- 
lishment of a replacement fund until such 
time as the permanent investment could be 
made. In view of the fact that the estab- 
lishment of a replacement reserve is prin- 
cipally a matter of accounting and no 
particular method of accounting with ref- 
erence to such a fund has been prescribed 
by law or the Regulations, it is considered 
that the retention of cash, or of other 
readily marketable assets sufficient to make 
the replacement, meets the requirements of 
Section 214(a) (12). The taxpayer, therefore, 
will not be denied the right to temporarily 
invest the money received from the city 
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in municipal bonds for a sufficient time to 
give him a reasonable opportunity to ac- 
quire other unimproved real estate to re- 
place that taken by the city. . . .” 


Permission to Establish Fund 


Section 29.112(f)-1, Regulations 111, de- 
clares.it to be incumbent upon a taxpayer 
“forthwith” to apply for and receive per- 
mission to establish a replacement fund in 
every case where it is not possible to replace 
immediately. “If an expenditure in actual 
replacement would be too late, a request 
for the establishment of a replacement fund 
would be likewise too late.” Section 29.112 
(f)-2 of the Regulations makes it clear that 
the taxpayer “may obtain permission to 
establish a replacement fund in his ac- 
counts in which part or all of the com- 
pensation so received shall be held. . . .” 
(Italics supplied.) The applications on 
Form 1114 should recite all the facts re- 
lating to the transaction and declare the 
intention to proceed as expeditiously as 
possible to replace or restore property. The 
taxpayer will be required to furnish a bond 
not in excess of double the additional in- 
come taxes which would be payable if no 
replacement fund were established. In lieu 
of surety, there may be deposited bonds 
or notes of the United States. 


The establishing of the fund is a mere 
accounting entry. Actual separation of 
the cash reserve from other cash is not 
required. The book entry debiting the 
replacement fund and crediting cash shows 
which portion of the cash must not be 
touched for any purpose but (a) the re- 
placement of property destroyed or (b) pro- 
visional investment in readily marketable 
securities. 


Determination of Loss 


Neither the establishment of a replace- 
ment fund nor actual replacement is neces- 
sary “for the transaction to be considered 
completed for the purpose of determining 
: loss.” (Regulations Section 29.112 
(f)-1.) This is certainly true in cases in 
which the loss would be recognized regard- 
less of the provisions of Section 112(f), for 
example, a casualty loss (Section 23(e)) or 
a loss sustained by a corporation (Section 
23(f)). But what if there would be no 
loss recognized without the provisions of 
Section 112(f)? If a private residence is 
condemned and the amount of the award 
entails a loss, is such loss recognized un- 
conditionally? A federal reporter is of the 
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opinion that the loss provision of Section 
112(f) “should not be taken to constitute 
a new ground for deduction in the case of 
condemnation of residential property, to 
which the regulations make the statute 
applicable. [Regulations Section 29.112 (f)- 
1 states that “the provisions of Section 
112(f) are applicable to property used for 
residential or farming purposes.”] Since the 
former law said ‘No gain or loss shall be 
recognized’, and it was decided to liberalize 
this rule, it is suggested that the present 
phrasing, introduced by the 1942 Revenue 
Act, was merely intended to cancel the 
former prohibition of losses otherwise de- 
ductible, and not to establish an independ- 
ent ground for deduction for loss in the 
case of condemnation or seizure of resi- 
dential or other purely personal property.” 
This would be the law if the statute had 
omitted any reference to loss. It cannot 
be assumed that the loss provision of Sec- 
tion 112(f), “but loss shall be recognized,” 
is bare of any meaning whatever. It seems 
rather that a new kind of deductible loss 
was introduced by the Revenue Act of 
1942. Such loss is recognized without the 
requirement of immediate replacement or 
of establishment of a replacement fund. 


Setting Up of Reserve 


Setting up a reserve for replacement by 
charging profit and loss and crediting a 
reserve account is not required. In order, 
though, to keep the books in agreement 
with the tax situation, it is appropriate to 
set up such a reserve. After replacement 
has taken place, the reserve account will 
be closed out to the new property account, 
thus reducing its basis by the amount of 
the replacement fund. If a part of the 
fund is not spent for replacement, the cor- 
responding balance of the reserve account 
is to be closed out to surplus, and the tax 
return of the year in which the reconversion 
sum was received must be amended to report 
the amount unspent as additional receipts. 


Investment of Fund 


As pointed out above, the replacement 
fund may be invested in readily marketable 
securities (I. T. 1617). Decisions and regu- 
lations require that the taxpayer trace the 
proceeds of the award into the payments 
for the property purchased as a replace- 
ment. The marketable assets, therefore, 
must be bought with the money received, 
and it does not suffice to set aside securities 
previously in the possession of the taxpayer. 

(Continued on page 168) 
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‘CORPORATE PURPOSE," IT SEEMS, WILL CONTROL 
FUTURE DECISIONS ON 


Redemption of Stock 


for Payment of Death Taxes 


By HAROLD O. LOVE 





N ANY ESTATES in which the major 
4 asset has been stock in a closely held 
corporation have had difficulty meeting in- 
heritance and estate taxes. Where no liquid 
assets were available, the legal representa- 
tive found himself in a position where he 
had to: 


(1) Ask for an extension of time within 
which to pay taxes; 

(2) Find a market for all of the estate’s 
stockholdings; or 

(3) Find a market for a part of the estate’s 
stockholdings. 


Many problems were encountered in con- 
nection with these three alternatives. 


A request for an extension of time within 
which to pay the estate tax (Code Section 
822 (a)) is not always granted. Such ex- 
tension lies within the discretion of the 
Commissioner of Internal Revenue, and many 
times he does not find that payment of the 
tax when due will impose undue hardship 
upon the estate. Furthermore, the unpaid 
portion of the tax bears interest at the rate 
of four per cent per annum. 


The sale of all the estate’s stockholdings 
is not always easily or quickly effected. A 
ready market with quick cash is not always 
available. Where a market does not exist 
outside the corporation, the corporation it- 
self becomes the only source of funds with 
which to carry out the purchase. Such a 
transaction often forces the family of the 
deceased out of a good business or a lucra- 
tive position and deprives the family of a 
good income-producing asset. Where the 
estate is the sole stockholder, purchase by 
the corporation of that stock can result 
only in complete liquidation. 


Redemption of Stock 


The sale of a portion of the estate’s hold- 
ings involves the same difficulties as the sale 
of the whole. A ready market is not always 
available and a sale may not be easily 
effected. Furthermore, few purchasers wish 
to become minority stockholders. Therefore, 
the corporation again is the most likely 
prospective buyer of the stock. Let us 
consider the ramifications of such a trans- 
action. 


Section 115 (g) (1) 
Code Section 115 (g) (1) provides: 


“If a corporation cancels or redeems its 
stock (whether or not such stock was issued 
as a stock dividend) at such time and in 
such manner as to make the distribution and 
cancellation or redemption in whole or in 
part essentially equivalent to the distribution 
of a taxable dividend, the amount so dis- 
tributed in redemption or cancellation of 
the stock, to the extent that it represents 
a distribution of earnings or profits accumu- 
lated after February 28, 1913, shall be 
treated as a taxable dividend.” 


Under this section, it has been held that 
sales to a corporation of a portion of an 
individual’s stockholdings in that corpora- 
tion would be taxed as if he had received a dis- 
tribution of a taxable dividend, to the extent 
that the corporation had earnings and profits 
accumulated since 1913. As a result, the 
corporation would pay corporate taxes on 
its profits, and the individual would also pay 
a tax at ordinary rates on the distribution. 


In Meyer (CCH Dec. 14,583, 5 TC 165 
(1945), vacated and remanded 46-1 vustc 
7 9197, 154 F. (2d) 55 (CCA-3), on remand 
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CCH Dec. 15,521, 7 TC 1381 (1946)), it was 
held that upon a finding that amounts ex- 
pended in partial redemption were from 
earned surplus and current earnings, the 
amounts received by taxpayer were equiva- 
lent to the distribution of a taxable dividend. 


Similarly, when the Pullman holding com- 
pany surrendered .00026 of its stockholdings 
in the Pullman operating company to it for 
cash, it was held by the Tax Court that the 
transaction was essentially equivalent to the 
distribution of a taxable dividend rather 
than the purchase of stock. (Pullman, Inc., 


CCH Dec. 15,596, 8 TC 292 (1947).) 


lf these rulings were applied to the sale to 
a closed corporation of part of an estate’s 
stockholdings in that corporation, not only 
would the corporation pay its corporate in- 
come tax but also the estate would pay an 
incoine tax on the distribution at ordinary 
individual rates, and only the remainder 
would be left to pay estate taxes. 


Section 115 (g) (3) 


In an attempt to relieve hardship cases 
in which an estate tax liability can be paid 
only by a sale of part of an estate’s stock- 
holding, a new paragraph, 115 (g) (3), was 
added to the Code by the Revenue Act of 
1950. It reads: 


“The provisions of this subsection shall 
not apply to such part of any amount so 
distributed with respect to stock the value 
of which is included in determining the value 
of the gross estate of a decedent in accord- 
ance with section 811, as is distributed after 
such decedent’s death and within the period 
of limitations for the assessment of estate tax 
provided in section 874 (a) (determined 
without the application of section 875) or 
within 90 days after the expiration of such 
period, and as is not in excess of the estate, 
inheritance, legacy, and succession taxes 
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(including any interest collected as a part 
of such taxes) imposed because of such 
decedent’s death: Provided, That the value 
of the stock in such corporation for estate 
tax purposes comprises more than 50 per 
centum of the value of the net estate of 
such decedent.” 


Section 115 (g) is thus made inapplicable 
to amounts which are not in excess of estate, 
inheritance, legacy and succession taxes 
(including interest) imposed by reason of 
decedent’s death and which are paid out by 
a corporation for stock included in a gross 
estate. To that extent, a tax cannot be im- 
posed on payments to the estate as if they 
were a dividend. 


Restrictions on Relief 


To make sure that the provisions of the 
new section will be used only in hardship 
cases, it has been provided that the value 
of the stock in the corporation for estate tax 
purposes must be more than fifty per cent of 
the value of the decedent’s estate. The sec- 
tion also applies only if the redemption is 
made within three years from the date the 
estate tax return is filed or nmety days 
thereafter. It also is applicable only to 
those amounts which are distributed by the 
corporation in taxable years ending after 
August 31, 1950. 


The new section will undoubtedly help in 
some cases, but as to any excess over the 
estate, inheritance, legacy and succession 
taxes imposed by reason of decedent’s death, 
Section 115 (g) (1) will still apply. It still 
will be necessary to determine, as to that 
excess, if the distribution is essentially 
equivalent to a dividend. If the principles 
of the Meyer and Pullman cases, above, are 
controlling, it would seem that there would 
be little doubt that the excess would be 
taxed as a dividend. 
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Presence of Corporate Purpose 


Another line of reasoning asserts, how- 
ever, that if a corporate purpose is present 
in the acquiring of a portion of a taxpayer’s 
stock, as distinguished from a shareholder 
purpose, the redemption is not equivalent to 
a dividend. 

Thus, where a sole stockholder sold shares 
to the corporation to be used for resale 
under option to key employees, the sale by 
the stockholder to the corporation was held 
not to be a distribution essentially equiva- 
lent to a taxable dividend under Section 
115 (g). (Armour, CCH Dec. 12,810-F 
(1942).) 

Similarly, in Snite (CCH Dec. 16,311, 10 
TC 523 (1948)), the Tax Court held that 
a sale by majority shareholders of a portion 
of their stock to the corporation was not 


equivalent to a dividend, where the purpose 
was to enable key employees to purchase 
stock from the corporation. 


Conclusion 


Were the reasoning of the Armour and 
Snite cases to be applied to the excess, it 
would be necessary to find a corporate pur- 
pose in the corporation’s acquisition of the 
stock. This, in most cases, would be dif- 
ficult to find. 


For the moment, then, it would appear 
unwise to arange a sale to the corporation 
of a part of an estate’s stockholdings in ex- 
cess of the estate, inheritance, legacy and 
succession taxes imposed by reason of a 
stockholder’s death, unless a corporate pur- 
pose can be found in such a purchase. 


[The End] 





HOW TO VALUE DEALER-DISTRIBUTOR FRANCHISES— 
Continued from page 118 





be an important factor in developing a local 
market for the new product. Even in this 
case, however, the good will of the dealer 
or distributor would nevertheless attach to 
and become a part of the good will of the 
product itself. The question should be asked 
as to whether the promotional expense and 
advertising are directed to the promotion 
of the product or to the dealer or distrib- 
utor and who pays for the promotion. 


Conclusion 


A word, according to Justice Holmes, “‘is 
not a crystal, transparent and unchanged; 
it is the skin of a living thought and may 
vary greatly in color and content according 
to the circumstances and the time in which 
it is used.” Justice Holmes was talking 
about the word “income,” but the statement 
is equally applicable to the word “value.” 
The value of a business to the owner may 
be one thing; its value to a purchaser or a 


taker may be quite another; and its value 
to third persons, such as gas consumers, 
may be still another, However, no matter 
what the purpose of the valuation, econo- 
mists, accountants and lawyers will all agree 
that earnings beyond a reasonable return 
on the fair value of the tangible property 
of the business do not establish the exist- 
ence of good will. It is equally clear that 
if those excess earnings are due to some 
item of property which may be valued, it 
should be valued separately. If, on the other 
hand, the source of the excess profits is an 
intangible which cannot be sold or trans- 
ferred, is terminable at the will of someone 
else and cannot be protected legally or oth- 
erwise, the “market” or “commercial” con- 
cept of value cannot be used. If the “value 
to the owner” concept is used, as in con- 
demnation cases, any value arrived at must 
be discounted heavily on account of the 
actual (rather than theoretical) nontrans- 


ferability of the property. [The End] 


Nearly 100 tax bills have been introduced in the new Eighty- 
second Congress. Most of the bills call for new exemptions and 
excise tax reductions. There is even one providing a $25 income 
tax credit for persons voting in national elections. 


33 Towne v. Hisner, 1 ustc § 14, 245 U. S. 418 


(1917). 
Redemption of Stock 





HOW MUCH DOES IT COST TO RAISE 
A LAMB? IS AN OLD COW A CAPITAL 
ASSET? CAN THE EXPENSES OF ERADI- 
CATING LOCO WEED BE DEDUCTED? 
ALL OF THESE ARE SERIOUS PROBLEMS 


.eere and ranch operations pre- 
sent certain peculiar income tax problems 
as compared with those of other taxpayers. 
Historically, practically and by the very 
nature of the property and business involved, 
the income tax principles applicable to a 
typical manufacturing or selling operation 
just don’t fit the business of a livestock pro- 
ducer. The differences result in part from 
the rancher’s animate property and in part 
from:the location of livestock operations and 
the nature of the men who engage in it. A 
ranch does not lend itself to elaborate book- 
keeping. A rancher almost by definition dis- 
likes books. It is an outdoor business, and 
the rancher is an outdoor man. His office is 
his saddle, and, throughout history, his 
ledger and journal have been a little black 
book with a few unintelligible pencil scrib- 
blings. His ranch is inaccessible. His 
accountant can visit him but seldom. Per- 
haps he gets into town once a year at stock- 
show time, and his return is prepared then. 
This situation requires simplicity. The 
rancher can’t be held to the elaborate cost 
depreciation and inventory computations 
which are appropriate to the manufacturer 
with a battery of bookkeepers in his ‘outer 
office. 


Despite the need for simplicity in livestock 
tax treatment, the nature of the property is 
so complex that it defies any practical sys- 
tem of cost accounting. How does one deter- 
mine the cost of raising an ewe or a lamb or a 
shearing of wool? How does one allocate 
land rental, fence repairs, taxes, overhead, 
interest and other items of cost between 
the mature animals and immature animals, 
between wool and lambs, between lambs 
sold and those held for replacement in the 
flock? It is a problem which has never 
been solved satisfactorily and is too com- 
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plicated for a rancher to try to solve. If one 
can’t determine the cost of a breeding ewe, 
how can that ewe be capitalized and de- 
preciated? If one can’t determine the cost 
of the lamb or wool, how can the lamb and 
wool be inventoried? The rancher’s problem 
is further complicated by the difficulty of 
determining what is a capital asset and what 
is inventory. The rancher’s cattle and sheep 
are both product and factory. From the 
same crop of heifer calves, he will sell some 
for slaughter and hold others for breeding. 
He is continually turning over his breeding 
herd, selling old cows, replacing them with 
young heifers. If his range dries up, he may 
cut down his breeding herd, carry fewer 
head. This may be accomplished either by 
selling more old animals or by adding fewer 
young ones. Of the calves that are born 
or become yearlings or twos in any year, 
which ones are inventory and which ones 
are breeding herd? The same animal may 
be either factory or inventory depending 
only on the rancher’s intention or practice. 


These fundamental difficulties in the live- 
stock picture have led to certain peculiar 
practices in livestock tax reporting which 
have become established and recognized by 
the tax authorities—certain peculiar prac- 
tices which livestock taxpayers are per- 
mitted to follow which are not permissible 
in the case of other taxpayers. These don’t 
necessarily result in a monetary advantage 
for the livestock operator over other tax- 
payers. Over a period of time, the cattleman 
or sheepman generally pays his fair share of 
the taxes, but because of the necessity for 
simplicity in his case, the impossibility of 
determining his costs and the ambiguous 
nature of his livestock, he is permitted to 
use certain simplified techniques which are not 
recognized in the case of other taxpayers. 
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By STEPHEN -H. HART, Denver Attorney, 


WHO DISCUSSED INCOME TAX PROBLEMS OF 
RANCHERS BEFORE THE MOUNTAIN STATES 
ACCOUNTING CONFERENCE IN DENVER .. . 
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For one thing, the livestock operator, un- 
like other taxpayers, does not have to 
capitalize and depreciate his breeding live- 
stock. He can do so if he so elects, and, 
under some circumstances, he can capitalize 
and depreciate some animals and not others. 
Few operators capitalize raised breeding 
animals, but many capitalize purchased ones, 
carrying those raised in inventory or on a 
cash basis. In this matter of capitalizing 
and depreciating, though there are some 
technicalities, the rancher generally has con- 
siderable freedom. 


With respect to inventories, also, he is 
permitted great freedom. He is entitled to 
elect a peculiarly simple “cash-basis” system 
under which raised animals on hand, whether 
properly inventory or capital items, are dis- 
regarded, all costs of operation, including the 
purchase of supplies, are deductible and no 
inventories are required. This is a wonder- 
fully flexible system. A livestock operator 
adopting the cash basis can, by making or 
delaying sales of livestock and purchases 
of supplies, largely control net income in any 
year and can build up a valuable herd, de- 
ferring tax until the same is sold. 


A livestock operator, on the other hand, 
can elect to file his returns using inven- 
tories, thus evening out the hills and valleys 
of his annual income. He can include in 
inventory his breeding cows, strictly capital 
assets, and not just the steers and calves 
held for sale. If he uses inventories, the 
livestock operator has great freedom in valu- 
ing them. He has not only the standard 
methods of cost and cost or market, which- 
ever is lower, but he has two special methods 
not available to other taxpayers. He can 
value at farm market, which is market price 
less cost of disposition, or he can value at 
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“unit livestock price,” a constant price 
method which is traditional in the livestock 
business. 


Until 1944, this unit livestock-price 
method was specifically disapproved by the 
regulations and court decisions. It was, how- 
ever, in wide use and customarily accepted 
by the revenue agent. During the war years, 
taking advantage of this situation and high 
values and stiff rates, certain revenue agents 
found huge deficiencies by the raising of unit 
inventory values to market. After many 
hearings and conferences, the Bureau was 
persuaded to issue the regulations now in 
efiect recognizing the unit livestock-price 
method of inventorying. 


This method is theoretically a substitute 
for cost, not market. If it is adopted initially 
by an operator after 1944, the price and the 
classifications used must bear some relation- 
ship to a reasonable estimate of the normal 
cost of raising the animals. Once adopted, 
however, the price and classifications can’t 
be changed without the permission of the 
Commissioner. As to those operators who 
had, prior to 1944, adopted and used con- 
sistently constant inventory values, the 
prices and classifications adopted cannot be 
upset either by the Commissioner or the 
taxpayer without consent of the other. Al- 
though the regulation contemplates that 
those adopting the system subsequent to 
1944 shall classify their animals and adopt 
reasonable estimates. of cost, those who had 
constant price systems before that date can 
stick to their values regardless of how low 
and unreasonable they may now seem and - 
even though their classification may seem 
unreasonable or, as is sometimes the case, 
they have no classification at all—just one 
price for all animals regardless of age, sex 
or family condition. 
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The peculiar accounting systems used by 
the livestock industry have complicated its 
capital gains problem. 





Since the unit livestock-price method is a 
substitute for cost, the purchase price of 
animals inventoried on this basis should not 
be increased by additional actual costs, feed 
bills, pasture bills, etc. If, however, the 
animals purchased are immature, the purchase 
price should be increased by the differentials 
existing between classes of raised animals. 


In one respect, it has not been possible to 
persuade the Bureau to recognize established 
practice. It has been customary among 
many ranchers to inventory purchased 
animals as well as raised animals at the unit 
livestock price. The Bureau insists that this 
practice of writing purchased animals up or 
down to unit price distorts income.- It in- 
sists that purchased animals be inventoried 
at the purchase price. This insistence on in- 
ventorying purchased animals at the pur- 
chase price results in very complicated 
bookkeeping where many purchases are in- 
volved, and despite continued efforts the 
Bureau so far has refused to permit any 
general averaging of the purchase price 
with the unit price so as to maintain one 
price for the breeding herd. It will, how- 
ever, permit the averaging of unidentified 
animals in the same age-and-kind group. 


In charging sales and death losses out of 
a herd, the Bureau recognizes the presump- 
tion of “first-in, first-out” where the animals 
are not identified, and, in this connection, 
it has expressed its willingness to consider 
this presumption as based on the age of the 
animals rather than on the date of acquisi- 
tion because of reasonable assumption that the 
oldest animals are the first ones sold or lost. 


Despite the regulation, certain operators 
still continue to inventory purchased animals 
at unit livestock prices rather than their 
purchase price, and a great deal of confusion 
and unpleasantness results when their re- 
turns are audited and closing inventories in- 
creased to purchase price. Such adjustments, 
of course, are in order under the present 
regulations, but we should keep in mind that 
any adjustments made in the closing in- 
ventory must be offset by similar adjust- 
ments in the opening inventory. These 


-adjustments may be carried back for all” 


open years, but if initiated by the Commis- 
sioner, he should not be able to recoup the 
tax on the income represented by the dif- 
ference between the value of the closing 
inventory returned in the latest outlawed 
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year and the value of the adjusted opening 
inventory in the earliest open year. The 
most practical method, therefore, of con- 
forming such returns to the regulations, it 
seems to me, and the one frequently adopted 
by revenue agents is to leave at the unit 
price the opening and closing inventories 
of purchased animals already on hand and 
already written down to the unit price and 
merely to insist that animals purchased dur- 
ing the year be included in the closing in- 
ventory at purchase price. By this means, 
over a period of years, the inventory of pur- 
chased animals can be brought in line with 
a minimum of distortion of income. 

After the unit livestock-price problem, the 
second great problem has to do with capital 
gains. This matter is still in turmoil. On 
principle, it is clear that breeding animals 
are capital assets. That is the fundamental 
fact, but the settling of the principle and the 
practicable application of it have not been 
easy, not because of the fundamentals but 
because of the superficialities involved in the 
peculiar accounting and reporting systems 
used by the industry. The question comes 
up under Section 117 (j) which applies the 
capital gains limitations only to property 
which meets certain tests. 

Such property must be of a nature subject 
to depreciation, it must not be properly in- 
cludible in inventory if on hand at the end of 
the taxable year and it must not be held 
primarily for sale to customers in the ordi- 
nary course of business. We have seen that 
it is not customary to depreciate raised 
breeding stock and that many operators in- 
clude their breeding herds in inventory, and 
we know that in the normal process of 
turning over his herd, a producer will regu- 
larly sell old cows to the same customers 
who buy the steers and calves. Accordingly, 
the Bureau at first denied all capital gains 
on sales of breeding livestock. 

The Bureau, however, has been persuaded 
to withdraw its objections on the first two 
tests and adopt a middle ground on the last. 
It issued Rulings I. T. 3666 and I. T. 3712 
which held that breeding herds were Section 
117 (j) assets despite the fact that the oper- 
ator might not depreciate them and despite 
the fact that he might, for accounting con- 
venience, include them in inventory. It held, 
however, that old cows were to be deemed 
to be held primarily for sale to customers 
to the extent that it was the normal custom 
to cull and sell them. Thus, only the excess 
number of animals sold from the breeding 
herd over normal sales were capital assets. 
Normal sales which did not reduce the herd 
were held productive of ordinary income. 
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As to those matters which the government 
conceded in these rulings, there have been 
no further disputes. The government has 
stuck to the concessions made in its rulings. 
The question, however, of normal sales not 
in reduction of the breeding herd has been 
subject to litigation. The Albright v. U. S. 
case (49-1 ustc 9215, 173 F. (2d) 339 
(CA-8)) and also the Emerson (CCH Dec. 
16,989, 12 TC 875 (1949)), Oberg (CCH Dec. 
17,016(M), 8 TCM 544 (1949)), Fawn Lake 
Ranch Company (CCH Dec. 17,061, 12 TC 
1139 (1949) ) and Fritz (CCH Dec. 17,480(M), 
9 TCM 81 (1950)) cases were all decided in 
favor of the taxpayer. The government has 
not acquiesced in them, but it has not ap- 
pealed, because the Tax Court cases were all 
in the Eighth Circuit, which has spoken, and 
there was no ordinary basis for appeal of 
the Albright case to the United States Su- 
preme Court, since, to date, there has been 
no split in the circuits. Thus, in the Eighth 
Circuit, for the time being at least, the Al- 
bright case is the law, and taxpayers can 
force acceptance. In other circuits, the gov- 
ernment is attempting to press litigation in 
the hope of getting a conflict between the cir- 
cuits which it can take to the Supreme Court. 


The next test case apparently will be Ben- 
nett v. U. S. which was decided in San An- 
tonio in favor of the taxpayer (50-1 ustc 
79177, 89 F. Supp. 106 (DC Tex.)) and 
which is now on appeal to the Court of 
Appeals for the Fifth Circuit. If it goes in 
favor of the government, there will be a split 
in the circuits supporting an appeal to the 
Supreme Court, and the Supreme Court can 
settle the question. If the government loses 
the Bennett case in the Fifth Circuit, it may 
acquiesce and drop the issue, or it may try 
for a conflict in other circuits. There are 
dozens of cases coming up all over the coun- 


1 Since this article was written, the Court of 
Appeals for the Fifth Circuit has joined the 
Eighth Cireuit in holding in favor of the tax- 
Payer on the issue of capital gains on sales of 
“culls.”” It has affirmed the Bennett case re- 
ferred to above (51-1 ustc { 9130, January 8, 
1951) and reversed. two United States district 
court cases which were decided in favor of the 
government in Dallas (Birkbeck v. Thomas, 
50-2 ustc { 9400, June 20, 1950, rev’d 51-1 ustc 
{ 9130, January 8, 1951; Finch v. Arnold, 50-2 
ustc J 9401, June 16, 1950, rev'd 51-1 ustc { 9130, 
January 8, 1951). Another case, Flato, has also 
been decided by the Tax Court in favor of the 
taxpayer (CCH Dec. 17,706, 14 TC 1241). 

2 Subsequently, the Senate Finance Commit- 
tee denied the government’s request and left 
Section 117 (j) in its present form as regards 
livestock. An amendment was adopted on the 
floor of the Senate designed to confirm the 
Albright case as to cattle. It read as follows: 


“Such term also includes cattle used for 
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try. Perhaps the next one in line will be 
Taggart v. Collector which is now at issue 
but has not been decided by the district 
court in Wyoming and from which an appeal 
would lie to the Court of Appeals for the 
Tenth Circuit. Possible test cases are pend- 
ing in Montana and California which go to 
the Court of Appeals for the Ninth Circuit. 
One of these which the government is press- 
ing involves turkeys. The government, of 
course, is concerned with the application of 
capital gains to short-lived fowl or animals.’ 


Thus, on the issue of capital gains on sales 
of culls, there is a conflict between the courts 
and the Bureau. On the underlying issue, 
however, the courts have agreed with the 
concessions initially made by the Bureau and 
have held, citing I. T. 3666 and I. T. 3712, 
that breeding animals qualify under Section 
117 (j) even though they are not depreciated, 
are inventoried and, in the normal course of 
business, are held for a dual purpose, namely, 
breeding for a period of time and then sale. 
The litigation has been conducted “under 
the umbrella” of these concessions, and the 
government has not argued these technicalities. 
’ Losing, to date, in the courts on this Al- 
bright controversy, the Treasury has turned 
to Congress and has asked for an amend- 
ment to Section 117 (j) denying capital gains 
to ordinary sales of old breeding animals. 
This amendment was opposed before Con- 
gress, and the latest information is that the 
Ways and Means Committee has voted to 
deny the Treasury’s request.” The matter, 
however, is not closed. Anything can hap- 
pen in Congress or in the courts; nor will 
everything be settled when the Albright issue 
is finally disposed of. 


There remains the very difficult problem 
of determining when a young animal be- 
comes part of the breeding herd. In the 


breeding or dairy purposes if such cattle were 
owned by taxpayer for more than _ three 
months.”’ 

This was eliminated by the Conference Com- 
mittee with the following explanation: 

‘“‘While it may be necessary for Congress to 
legislate with respect to the tax treatment of 
sales of livestock, the conferees agreed that 
cattle alone should not be dealt with to the 
exclusion of other livestock, the treatment of 
which was not in conference, and that the 
subject matter is deserving of further study. 
It is the hope of the conferees that, pending 
such study and further legislation, the Treas- 
ury will follow the decision of the Eighth Cir- 
euit Court in the Albright case (173 Fed. (2) 
339).’’ 

In view of the Committee’s opinion, it is 
hoped that the Bureau will acquiesce in the 
Albright case and that Congress will confirm 
it and clarify the situation at an early date. 
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typical cow-and-calf cattle operation, a por- 
tion of the female calves are retained for 
addition to the breeding herd. When do they 
become part of it, and how can you dis- 
tinguish between them and their sisters 
which are never added to the breeding herd 
but are sold as calves or heifers for beef? 
By I. T. 3712, the government recognized 
the standard of normal practice and held 
that to the extent an operator normally 
keeps calves and heifers for replacement, 
these calves and heifers are part of his 
breeding herd even though they are still 
immature. Even with this presumption, the 
determination is difficult, and varies accord- 
ing to each particular operation. Different 
considerations are involved in commercial 
from those in registered operations. A de- 
vice which is worthwhile considering is one 
employed by the Fawn Lake Cattle Com- 
pany. It kept two inventories, one desig- 
nated the breeding herd and the other 
livestock for sale. Such a two-inventory 
device, if used honestly and consistently, 
should be helpful in demonstrating what 
animals are breeding herd. 


These inventory and capital gains ques- 
tions are in the public eye. There are other 
livestock tax questions, however, of im- 
portance and interest. I will mention a few, 
without extended discussion. 


There is the possibility of allocating a por- 
tion of the sales or purchase price to unborn 
or unweaned lambs or calves or to wool. 
If, for example, an operator sells a flock of 
ewes just before shearing, should a portion 
of the sales price be allocated to the wool? 
From the point of view of the purchaser, 
such allocation might be desirable, for the 
wool which would be sold would be taxable 
at ordinary rates, whereas the ewes might 
take capital gains rates. From the point of 
view of the seller, however, the advantage 
lies just the other way. Anything he gets 
from the wool would be ordinary income; 
what he gets for the ewes might be capital 
gain. In I. T. 3815, the Bureau ruled that 
on the sale of an orchard, the seller must 
allocate a portion of the price to the grow- 
ing fruit. In O. D. 714, the Bureau held 
that on the purchase of land with growing 
crops, the purchaser could allocate a portion 
of the price to the crop. Such an allocation 
—helpful to the purchaser, harmful to the 





seller—would, on a broad basis, neither 
make nor lose tax money for the govern- 
ment. It would be exceedingly complicated 
and productive of disputes impossible. of 
scientific solution. 


Another problem relates to the expense of 
eradicating mesquite, sage, loco weeds, 
prickly pear and other undesirable brush 
and vegetation from ranch lands and to the 
expense of other soil and water conservation 
practices. The Bureau has stated in many 
informal rulings that if land was once pro- 
ductive and only clearing the brush will 
restore it to its original state, the expendi- 
tures are deductible. However, if the clear- 
ing is an original one, the cost should be 
changed to capital account. As to the con- 
struction of earthen dams, contouring, ter- 
racing and straightening creeks and water 
courses to prevent erosion, the Bureau has 
held the expenditures not deductible and the 
works not depreciable. This is obviously’ 
unsatisfactory to taxpayers who urge that 
these soil conservation practices are not for 
the purpose of improving the land but for 
the purpose of maintaining it, protecting it 
from damage and exhaustion and restoring 
it as an undepreciable asset to its original 
state. Even with respect to brush control, 
the administration of the matter is unsatis- 
factory and results in dispute. Accordingly, 
the adoption by Congress of a bill specifi- 
cally permitting a deduction for expenditures 
made for the purpose of soil and water 
conservation, the prevention of erosion and 
the restoration and maintenance of the pro- 
ductivity of the land is being urged. 


Other tax problems facing the livestock 
industry include: (1) The denial by the Bu- 
reau of the application of the involuntary 
conversion sections of the Code to the sale 
of livestock threatened with destruction by 
drought; (2) the ruling by the Bureau in- 
cluding in a donor’s income the value of 
livestock donated (I. T. 3932); (3) the hold- 
ing by the Tax Court that a father is taxable 
on the produce of breeding animals given to 
a son (Visintainer, CCH Dec. 17,289, 13 TC 
805, appeal filed); (4) the apparent require- 
ment of the regulations and certain cases 
that breeding animals purchased by a cash 
basis operator be depreciated; and many 
others. [The End] 


“The end of all good government is to cultivate humanity, and 
promote the happiness of all, and the good of every man in his rights, 
his life, liberty, estate, honor, etc., without any injury or abuse to 


any.”—John Wise. . 
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XXXVIII 
Commissioner v. Heininger 
Double Trouble— 
Penalty Plus Costs 


Tax Classics m e by Robert S. Holzman 


Adjunct Professor, New York University Graduate School of Business Administration 





A SADIST likes to see punishment that is 
extensive and protracted. Thus, one 
unenlightened despot reveled in a penalty 
that was “Something lingering ...”* The 
Commissioner also seems fascinated by this 
multiple-punishment concept of having the of- 
fender suffer (a) when he pays his penalty and 
again (b) when he is deprived of a tax de- 
duction for the concomitant legal or other 
costs. 


Dr. S. B. Heininger, a dentist, conducted 
a mail order business in which he undertook 
to make false teeth and supply them by mail. 
The Post Office Department deemed that 
his methods were fraudulent, and he was 
denied the use of the mails. If he could 
not use the mails, he was out of business, so 
Dr. H. sought to enjoin the Postmaster 
General from enforcing the order, and the 
action was fought out through the courts. 
Two years were thus spent, during which 
period the dentist earned $287,582.82 and 
$150,158.27. By the time he lost his injunc- 
tion suit, his legal fees totalled $36,600. 
These he deducted from his taxable income. 
“Ah,” called the Commissioner without 
awaiting the customary dental invitation 
thus to ejaculate, “no you don’t!” “These 
are ordinary and necessary expenses,” the 
doctor explained. “I was trying to protect 
my business from attacks I believed were 
unwarranted.” “No,” repeated the Com- 
missioner. “Dentists do not ordinarily and 
necessarily attempt to sell false teeth by 
fraudulent representation, and your litiga- 
tion~expenses (which you would not have 
incurred but for this attempt) cannot be 
deemed ordinary and necessary.” 

On December 20, 1943, Mr. Justice Black 
delivered the opinion of the Supreme Court :? 

“There can be no doubt that the legal 
expenses of respondent were directly con- 
nected with ‘carrying on’ his business... . 

1 William S. Gilbert in The Mikado, Act I. 


2 Commissioner v. Heininger, 44-1 ustc {| 9109, 
320 U. S. 467 (1943). 
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‘,.. So far as appears from the record 
respondent did not believe, nor under our 
system of jurisprudence was he bound to 
believe, that a fraud order destroying his 
business was justified by the facts or the 
law. Therefore he did not voluntarily 
abandon the business but defended it by all 
available legal means. To say that this 
course of conduct and the expenses which it 
involved were extraordinary or unnecessary 
would be to ignore the ways of conduct and 
the forms of speech prevailing in the busi- 
ness world. Cf. Welch v. Helvering. .. 3 
Surely the expenses were no less ordinary 
or necessary than expenses resulting from 
the defense of a damage suit based on mal- 
practice, or fraud, or breach of fiduciary 
duty. Yet in these latter cases legal ex- 
penses have been held deductible without 
regard to the success of the defense. 


“The Bureau of Internal Revenue, the 
Board of Tax Appeals, and the federal 
courts have from time to time, however, nar- 
rowed the generally accepted meaning of 
the language used in Section 23(a) in order 
that tax deduction consequences might not 
frustrate sharply defined national or state 
policies proscribing particular types of con- 
duct.... It has never been thought, how- 
ever, that the mere fact that an expenditure 
bears a remote relation to an illegal act 
makes it non-deductible. The language of 
Section 23(a) contains no express reference 
to the lawful or unlawful character of the 
business expenses which are declared to be 
deductible. ... 


“If the respondent’s litigation expenses 
are to be denied deduction, it must be be- 
cause allowance of the deduction would 
frustrate the sharply defined policies of 39 
U. S. C. Sections 259 and 732 which au- 
thorize the Postmaster General to issue 
fraud orders. The single policy of these 

33 ustc § 1164, 290 U. S. 111 (1933). See 


“Tax Classics,’’ 1949—VII, Taxes—The Tax 
Magazine, July, 1949. 





147 








sections is to protect the public from fraudu- 
lent practices committed through the use of 
the mails. It is not their policy to impose 
personal punishment on violators; such pun- 
ishment is provided by separate statute, and 
can be imposed only in a judicial proceeding 
in which the accused has the benefit of con- 
stitutional and statutory safeguards appro- 
priate to trial for a crime. Nor is it their 
policy to deter persons accused of violating 
their terms from employing counsel to assist 
in presenting a bona fide defense to a pro- 
posed fraud order. It follows that to allow 
the deduction of respondent’s litigation ex- 
penses would not frustrate the policy of 
these statutes; and to deny the deduction 
would attach a serious punitive consequence 
to the Postmaster General’s finding which 
Congress has not expressly or impliedly indi- 
cated should result from such a finding. We 
hold therefore that the Board of Tax Ap- 
peals was not required to regard the admini- 
strative finding of guilt under 39 U. S. C. 
Sections 259 and 732 as a rigid criterion’of 
the deductibility of respondent’s litigation 
expenses.” 


ii 


the leading case of Comwvtissioner 
v. Heininger . . . held that legal expenses 
in the defense of a business which had al- 
legedly violated the law were deductible 
even where the violation was sustained.” * 


“It appears that since the Meininger deci- 
sion, the Treasury has changed its position 
and permits the deduction of legal expenses 
incurred in defending or compromising ac- 
tions brought against persons for activities 
connected with their business, regardless of 
guilt.” ° 


An individual deducted his share of the 
legal fees involved in a suit against him and 
others for an accounting of royalties. This 
was allowed, the court noting: “The [Com- 
missioner] argues that the fees and 
expenses paid were in the nature of personal 
expenses, since . .. [the individual] was named 
as a party defendant for no other reason 
than that he was acoconspirator. Although 
the complaint filed in the suit alleged fraudu- 
lent conspiracy, the suit was in no sense a 
prosecution for a crime or an attempt to 
impose a penalty. . . . See Com- 
missioner v. Heininger. ...” ® 


Attorneys’ and accountants’ fees incurred 
in connection with income tax deficiences 


and penalties which are compromised can be 
deducted, for “The liability for the defi- 
ciences in tax, together with that for the 
fraud penalties authorized by section 293(b) 
; is purely a civil and not a penal lia- 
bility. The expenses in connection 
with settling that liability are to be con- 
sidered as ‘ordinary and necessary’, we think, 
under the authority of Commissioner v, 
Heininger. How, then, may we say 
that the allowance of the deductions here 
involved would be contrary to public policy; 
for if, in the interest of public policy, the 
Commissioner may settle a criminal matter, 
is it not equally within sound public policy 
for the taxpayer to take part in the settle- 
ment? We see the expenditure here 
as remote from criminal liability. There 
may or may not have been such liability.” * 
Legal fees were even allowed in connection 
with income tax deficiency due to fraud. 
“Here, the expenses were not paid in con- 
nection with litigation involving a criminal 
action. The act of ... [the taxpayer] in filing 
false returns with intent to evade income 
taxes resulted in the imposition of civil 
penalties which, like the statute invoked by 
the Postmaster General against Heininger, 
are not ‘personal punishment against vio- 
lators’, Commissioner v. Heininger, supra, in- 
stead are ‘provided primarily as a safeguard 
for the protection of the revenue and to 
reimburse the Government for the heavy 
expense of investigation and the loss result- 
ing from the taxpayer’s fraud’, . . . and are 
required to be assessed, collected, and paid 
as a t."* 


——_— the penalty may result from 
an illegal act and still be deductible, it 
must be connected with a legitimate under- 
taking. Thus, a physician could not deduct 
legal fees arising from his conviction for the 
illegal sale of narcotics. “The attorney’s 
fee, being incurred in connection with a 
criminal prosecution leading to ... [the 
doctor’s] conviction, was properly disallowed 
as a deduction.” ® 


If guilt is never established, the expenses 
cannot be said to be in connection with an 
illegal business. Counsel fees were de- 
ductible by two individuals charged with 
presenting false and fraudulent claims in con- 
nection with a receivership proceeding, since 
the indictment was never prosecuted. “The 





4 Albert Krassner, 


—The Tax Magazine, May, 1948, p. 448. 


5 Albert E. Arent, ‘‘Inequities in Non-Deducti- 
bility of Fines, Penalties, Defense Expenses,”’ 


87 Journal of Accountancy 486 (June, 1949). 
6 Falls, CCH Dec. 15,202, 7 TC 66 (1946). 
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“Can a Deduction for 
Legal Fees Be Against Public Policy?’’ TAxEs 


7Greene Motor Company, CCH Dec. 14,623, 
5 TC 314 (1945). 


8Goodman et al., CCH Dec. 17,867(M), 9 
TCM 789 (1950). 
® Bloom, CCH Dec. 16,529(M), 7 TCM 517 


(1948). 
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item of $5,000 paid . . . for the defense of 
petitioners against an indictment is deduc- 
tible as an ordinary and necessary expense 
under section 23(a)(1). Commissioner v. 
Heininger. . . .”” A lawyer indicted for 
conspiracy to obstruct justice could deduct 
his counsel fees, after two juries had dis- 
agreed and a nolle prosse [sic] order had 
been issued. “It must be assumed that the 
petitioner’s transactions out of which the 
charge grew were legitimate, since a de- 
fendant is presumed innocent till proven 
guilty, and the petitioner was never proven 
guilty. Cf. Commissioner v. Hein- 


mger...°* 


If a compromise payment is still in the 
form of a penalty, it may not be deductible. 
Thus, a taxpayer could not get credit for 
a sum paid to the State of Texas to com- 
promise an antitrust action. ‘The sense of 
the rule that statutory penalties are not de- 
ductible from gross income is that the pen- 
alty is a punishment inflicted by the state 
upon those who commit acts violative of the 
fixed public policy of the sovereign, where- 
fore to permit the violator to gain a tax 
advantage through deducting the amount of 
the penalty as a business expense, and thus 
to mitigate the degree of his punishment, 
would frustrate the purpose and effectiveness 
of that public policy. The sums now 
claimed as business expenses were paid ‘in 
full satisfaction of all claims of the State of 
Texas for penalties for the alleged violations 
of law’.” Since they were paid “for penal- 
ties,” they were not deductible.” 


Even where a compromise settlement with 
that same state specifically declared that 
there was no admission of the truth of the 
allegation, the payment was not deductible. 
“In our opinion, the admission or the denial 
of guilt at the time the payment is made 
is not a determinative factor. The question 
before the Court in approving or not ap- 
proving the deductibility of money paid in 
the course of litigation is as to whether or 
not the money paid was or was not a penalty 
or fine. That $100,000 is admittedly 
not paid in satisfaction of a civil claim 
against the taxpayer. It was not a chari- 
table contribution by the taxpayer to the 
State of Texas. It could not well be classi- 


10 Dunitz, CCH Dec. 15,361, 7 TC 672 (1946), 
aff'd 48-1 ustc { 9224, 167 F. (2d) 223 (CCA-6). 

11 Kaufman, CCH Dec. 17,054, 12 TC 1114 
(1949). 

122 Commissioner v. Longhorn Portland Cement 
Company, 45-1 ustc { 9242, 148 F. (2d) 276 
(CCA-5). 

13 Universal Atlas Cement Company, CCH Dec. 
16,144, 9 TC 971 (1947). 


Tax Classics 





fied in any other category than as the pay- 
ment of a penalty.” * 


S THE SETTLEMENT of an OPA 

violation a penalty? A converter un- 
wittingly charged over-ceiling prices, and as 
it was impractical to restore the overcharges 
to customers, settlement was made with the 
government. In allowing the tax deduction, 
Judge Learned Hand said: ‘The Revenue Act 
does not declare that penalties may not be de- 
ducted; the doctrine is a judicial gloss—and, 
for that matter, a gloss of the lower courts 
only, save as the Supreme Court recognized it 
by implication in Commissioner v. Heininger 

. it is possible to read .. . [the Heininger 
case] as meaning that, whether the claimed de- 
duction be of legal expenses or of fines or for- 
feitures, its allowance depends upon the place 
of sanctions in the scheme of enforcement 
in the underlying act. We think that... 
is the right reading; in short that there are 
‘penalties’ and ‘penalties’, and that some are 
deductible and some are not. This 
conclusion leads directly to the . . . ques- 
tion; whether, even though the overcharge 
was a ‘penalty’, its allowance as a deduc- 
tion would ‘frustrate’ any ‘sharply defined 
policies’ of the Emergency Price Control 
Act of 1942. One may indeed argue, 
as the Commissioner does, that the more 
unsparing and relentless was the pursuit 
of offenders, however innocent they may 
have been of any wilfull violation of the 
regulations, the more solicitous would they 
have become to comply, and the more ef- 
fective would be the enforcement of the Act. 
That has been a school of penology since 
the time of Draco; “ but it has not been the 
only school, and, as we read Commissioner v. 
Heininger, supra, the Supreme Court did not 
accept it. The Administrator did not be- 
lieve that such a rigid and uncompromising 
policy was the best way to realize the pur- 
pose of the Act.”” 


Where a taxpayer unearthed a modest 
OPA violation, the court was lenient: “The 
violation was inadvertent and unintentional 
rather than in deliberate or careless disre- 
gard of the law. It was unnoticed until 
later discovered by the president of the peti- 
tioner. Some such trivial mistakes 
probably occur in most businesses of any 


14 Athenian lawmaker of the seventh century, 
B. C. ‘‘{Solon] repealed all Draco’s laws, ex- 
cept those concerning homicide, because they 
were too severe, and the punishments too 
great; for death was appointed for almost all 
offences. . . .’’ Plutarch, Lives (London, J. M. 
Dent & Sons, Ltd., 1910), Vol. I, p. 131. Com- 
pare ‘‘draconic.”’ 

b Jerry Rossman Corporation v. Commis- 
sioner, 49-2 ustc { 9333, 175 F. (2d) 711 (CA-2). 
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size.” But if the mistake is not innocent, 
damages are not deductible. A banana 
vendor paid treble damages to the govern- 
ment for overcharges under a settlement 
where the overcharges were admitted. “It 
appears that they could have been avoided 
by reasonable care. ... There is testimony 
by a lawyer that the regulation was confus- 
ing and admitted of several different inter- 
pretations, but it does not appear that the 
violations by the petitioner were due to any 
such causes.” “Where guilt has been 
established,” observed one court, “neither 
innocence nor good intention abide. No 
payment to the Administrator made for 
overcharges in circumstances incompatible 
with innocence or with reasonable care can 
be a necessary and ordinary expense. Al- 
lowance of the deduction in either of these 
situations would definitely tend to frustrate 
enforcement of the Price Control Act.”* 


A corporation was found to have violated 
the provisions of the Walsh-Healey Act re- 
garding female employees. As a result, 
liquidated damages of so much per day were 
paid to the government. “It is as evident 
as it was in the Longhorn case that ‘to per- 
mit the violator to gain a tax advantage 
through deducting the amount of penalty as 
a business expense, and thus to mitigate the 
degree of his punishment, would frustrate the 
purpose and effectiveness of that public policy’. 
The aptness of the quoted statement is even 
more apparent when the tax rates imposed by 
the excess profits tax are considered.” 


Payments in connection with an illegal 
business are not deductible, as where fines 
and court costs were paid by a partnership 
that took bets on the ponies, contrary to 
municipal law. “It is clearly not the policy 
of the law to countenance the conduct of 
an illegal business. The payment of fines 
for violating a law is not an ordinary and 
necessary expense of doing business within 
the meaning of the taxing act.”” Amounts 
paid to “hoods” for protection are not 
deductible, for “while legitimate expenses 
incurred in an illegitimate business are de- 
ductible, amounts paid for protection are 
not legitimate business expenses.”™ The 
operators of a gambling ship off California 


16 Farmers Creamery Company of Fredericks- 


burg, Virginia, CCH Dec. 17,646, 14 TC 879 
(1950). 

11 Garibaldi & Cuneo, CCH Dec. 16,023, 9 TC 
446 (1947). 

1% National Brass Works, Inc. v. Commis- 
sioner, 50-1 ustc { 9316, 182 F. (2d) 526 (CA-9). 

19 Davenshire, Inc., CCH Dec. 17,019, 12 TC 
958 (1949). 

2 Wiedetz et al., CCH Dec. 13,653, 2 TC 1262 
(1943). 

21 Max Cohen et al. v. Commissioner, 49-2 
ustc { 9358, 176 F. (2d) 394 (CA-10). 


could not deduct legal expenses connected 
with defenses bottomed on the operation of 
the ship. “The Supreme Court in the Hein- 
inger case did specifically note that Hein- 
inger was conducting a lawful business, but 
that certain practices in its conduct were 
illegal. Unlike the Heininger case, 
the business here carried on, being within the 
jurisdiction of ‘the State of California as 
determined by the California courts, was 
illegal. The allowance of the deduc- 
tions here claimed would be in our opinion 
‘to frustrate sharply defined . policies’ 
of the State of California ‘proscribing’ gam- 
bling operations. The expenditures 
here were made to perpetuate or to assure 
the continuance of an illegal business, and 
their deduction, in our opinion, would be 
contrary to public policy and not within the 
meaning, purpose, and intent of the statute.” ” 


Public policy may be harder to comply 
with than the law. Thus, an optical com- 
pany could not “kick back” to doctors a 
percentage of the income from their re- 
ferrals: “if the payments were directly con- 
travening the alleged public policy here— 
payments or the promise to make which 
were the very consideration for such con- 
tracts—they are not deductible as ordinary 
and necessary expenses. Commissioner v. 
Heininger. .. .’™ But where no federal or 
state law prohibited it, a wholesale liquor 
dealer could rebate prices for quantity pur- 
chases. “The allowance of an income tax 
deduction for such payments would not 
frustrate any well defined national or state 
policy. Commissioner v. Heininger. . . .”™ 


Returning, rondeau-fashion, to the sadist 
allusion in the first paragraph, illy-toothed 
taxpayers are apt to wonder sourly if the 
dental profession can put even the Commis- 
sioner of Internal Revenue in his place. In 
addition to Dr. Heininger’s victory, the 
Commissioner also lost in U. S. v. S. S. White 
Dental Company, Helvering v. American 
Dental Company® Amalgamated Dental Com- 
pany, Ltd.™ and Sheffield Dentifrice Company.” 
Indeed, the court went so far as to give what 
was substantially a victory to a taxpayer de- 
ceptively named Burford-Toothaker,® which 
actually was a distributor of tractors. 

2 Stralla, CCH Dec. 16,110, 9 TC 801 (1947). 

2 Lilly, CCH Dec. 17,669, 14 TC 1066 (1950). 

*% Polley v. Westover, 48-1 ustc { 9267, 77 F. 
Supp. 973 (DC Calif.). 

231 ustc J 235, 274 U. S. 398 (1927). 

% 43-1 ustc { 9318, 318 U. S. 322. See ‘‘Tax 
Classics,’’ 1949—IV, Taxes—The Tax Magazine, 
April, 1949. 

27CCH Dec. 15,139, 6 TC 1009 (1946). 

23CCH Dec. 4440, 13 BTA 877 (1928). 

2 Burford-Toothaker Tractor Company, CCH 
Dec. 17,552(M), 9 TCM 205 (1950). 
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Guide for Taxpayers 


1951 U. S. Master Tax Guide. Commerce 
Clearing House, Inc., 214 North Michigan Ave- 
nue, Chicago 1, Illinois. 1950. 382 pages. $3. 


Time conserving and convenient, this year’s 
tax guide, as every other years’, is designed 
to assist quickly and accurately in the cor- 
rect preparation of income tax returns. Stand- 
ing on the foundation of the Internal Reve- 
nue Code, the Regulations and Rulings of 
the Bureau of Internal Revenue and the 
flow of decisions from the courts (the highly 
specialized Tax Court and United States 
Supreme Court, in particular), the book pre- 
sents all individual and corporate rate changes 
brought about by the 1950 Revenue Act—the 
most extensive revisions of income tax laws 
since the Act of 1942. The Guide may also be 
employed as a steppingstone to comprehensive 
treatment of any income tax problem. This 
is possible by using the convenient indexes, tax 
rate tables, check lists of deductibles, non- 
deductibles, etc. For making a quick check 
on the provisions of the 1950 act and the 
law as it existed before amendment there 
is available an index of this year’s act, taking 
the reader directly to the paragraph numbers 
where the affected issues are found. 


A ready-answer book for all income tax 
questions, the volume contains as a helpful 
feature, tables in the front that reflect most 
miscellaneous taxes imposed under the In- 
ternal Revenue Code. 


" 
Factor of Depreciation 


Principles of Engineering Economy. Eugene 
L. Grant. The Ronald Press Company, 15 
East 26th Street, New York 10, New York. 
1950: 623 pages. $5. 


“Will it pay?” The technique of answer- 
ing that question is the principal subject of 
this book. Two important points underlie 
Mr. Grant’s project: when there are alterna- 
tive paths for a business to take, it is pro- 
spective differences between the alternatives 
that are relevant in their comparison; and 
the purpose of calculations that involve the 
time value of money should be to answer 
the question whether a proposed investment 
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in capital goods is likely to be recovered 
plus a return conmmensurate with the risk. 


As part of his outline of techniques for 
economic studies, the author treats “Depre- 
ciation and the Capital Recovery Period.” 
There are detailed the various approaches 
to the placing of depreciation. As a prelimi- 
nary, there are several different meanings 
for the term “depreciation.” In discussing 
these meanings there is evolved two different 
meanings of the word “value.” This topic, 
as are all the topics in this text, is thoroughly 
illustrated with examples and problems. 


Mr. Grant says: “Average life of physical 
property units may be estimated statistically 
from past experience in various ways. Where 
sufficient information is available to permit 
analysis of the retirements of a recent band 
of years by the annual rate method, conclu- 
sions may be obtained regarding the effect 
on average life of current retirement prac- 
tices. Successive band analyses by this 
method serve to reflect changing conditions: 


“Depreciation [has several mean- 
ings:] (1) the popular concept, decrease 
in value; (2) the accounting concept, amor- 
tized cost; and (3) the appraisal concept, 
difference in value between an existing old 
asset and a hypothetical new asset taken 
as a standard of comparison. 


“Value also is a word of many meanings. 
The two most useful economic concepts of 
value are (1) market value and (2) value 
to a specific owner. 


“The most common depreciation account- 
ing method in the United States is the 
straight-line method. Allowable straight-line 
rates for income tax purposes must corre- 
spond closely to the best statistical evidence 
regarding average life. The public interest 
would be better served by the general use 
of a depreciation accounting method that 
permitted more rapid write-off in the early 
years of life. 


“For many reasons, the capital recovery 
periods appropriate for economy studies are 
considerably shorter than the average serv- 
ice lives that might be estimated from statis- 
tical studies of past retirements.” 
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Good Harvest! 


1951 Farmers Income Tax. Samuel M. 
Monatt. Commerce Clearing House, Inc., 
214 North Michigan Avenue, Chicago l, 
Illinois. 1950. 160 pages. $3. 


Written entirely from the farm tax point 
of view, Farmers Income Tax tells the farmer 
his tax returns should be treated in the 
same manner as he treats his farm. Every 
transaction connected with taxes on farm 
operations is discussed herein, as are per- 
sonal transactions that affect the taxes of 
the majority of farmers. The cash basis and 
the accrual basis—the two basic forms of tax 
reporting—have been treated separately so 
as to give, in the clearest and quickest way 
possible, the tools for proper preparation of 
the farm tax return. All tax facts offered 
here have been critically checked against 
existing regulations, rulings and _ court 
decisions. 


1950-1951 Statistics 


Facts and Figures on Government Finance, 
1950-1951. The Tax Foundation, 30 Rocke- 
feller Plaza, New York 20, New York. 


This sixth volume in the series of Facts 
and Figures, begun in 1941 by the Tax 
Foundation to make available the more im- 
portant current and historical statistics re- 
lating to the fiscal operations of federal, 
state and local government, now is a more 
timely source and reference book than ever 
before. With the present huge military 
obligations putting a strain on the country’s 
economy it is essential that there be “fiscal 
wisdom” guarding the nation’s resources. 
This edition, considerably expanded over 
former editions, includes separate sections 
on business, the nation’s economy, invest- 
ment and productivity, along with a more 
extensive treatment of particular expendi- 
ture and tax data. Information contained 
in this booklet imparts a greater under- 
standing of vital fiscal facts and an ever- 
present interest in efficient government. 


Official Return Forms 


1951 Filled-In Tax Return Forms. Com- 
merce Clearing House, Inc., 214 North 
Michigan Avenue, Chicago 1, Illinois. 1950. 
80 pages. $2. 

Everyone concerned with this year’s tax 
problems will find the use of the forms 
herein—the major federal income tax returns 
for filing in 1951—a convenient means of 
lightening the detailed work involved in 
adjusting their personal and business figures 





to the official returns. Individual (Long- 
form 1040, Short-form 1040, Form 1040A), 
partnership, estate, trust and corporate re- 
turns, the farmer’s schedule of income and 
expenses (Form 1040F) and declaration of 
estimated tax for 1951 (Form 1040-ES)— 
all are reproduced by photographic process 
from official copies. The figures used in 
filling them in are for purposes of illustrat- 
ing the actual mechanics of preparation. In 
cases where accounting opinion differs, pre- 
ferred practice is explained, hidden pitfalls 
pointed out and obscure items clarified. 
Accountants, lawyers, corporation tax men, 
bank or trust company officials and students 
alike will find these forms a quick and easy 
reference. 


Record of a Useful Life 


A Segment of My Times. Joseph M. Pros- 
kauer. Farrar, Straus and Company, 53 
East 34th Street, New York 16, New York. 
1950. 270 pages. $3. 


This autobiography of a man who is still 
living is as interesting as any adventure 
story. Joseph Proskauer succeeds admirably 
in achieving what he sets out to do: to sub- 
ordinate himself in a presentation of the 
times in which he happens to live. 


As an associate justice of the Supreme 
Court of New York, Appellate Division, 
from 1923 to 1930, the author actually 
“lived” history, cultural and sociological, in 
hearing the cases that came before him. 


On the personal level, this book is an 
excellent study of bigotry. Proskauer is a 
Jew, born in Mobile, Alabama; he went to 
New York to Columbia University, among 
the Yankees, to study liberal arts and law. 
The study of bigotry has two main directions. 


There is the author’s own experience with 
anti-Semitism. It started when his nose was 
bloodied as a “Christ-kifler” when he started 
in public school in Mobile, and it progressed 
through and beyond his being consulted in 
1922 on the question of a “quota” of Jewish 
students in Harvard University. In another 
direction, his close association with Alfred 
E. Smith in the presidential campaign of 
1928 produces for the reader a vivid picture 
of the anti-Catholic hysteria that played such 
an important part in the defeat of “The 
Happy Warrior.” 


The book is not a dry chronologue of 
events. It is a story of ideas and ideals; of 
progression within the framework of America. 
Apparently, there has always been in the 
author’s life some source of tension that 
served to emphasize his belief in the ultimate 
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triumph of the individual. The infinite value 
of the individual seems to have been the 
guiding light of Joseph Proskauer’s life. He 
was a Southerner among the Yankees at 
Columbia—and a Jew to boot. He recog- 
nized the artificial, but nonetheless vicious, 
barriers of bigotry, and he overcame them. 


Undoubtedly this accounts for his ener- 
getic participation in Al Smith’s campaign 
and later in life, when he had returned to 
private practice, for his participation in the 
fight for the establishment of the State of 
Israel. 


The story of Counselor Proskauer in the 
United Nations Conference at San Fran- 
cisco, his consultations with British leaders 
on the problem of Palestine, his many 
philanthropies in New York City and his 
climb from insignificance to importance take 
up a large part of this autobiography. But 
the real message is about America. From 
the international melting pot of Mobile came 
a highly respected lawyer, judge and leader. 
When a man has fought so hard against 
bigotry as this man has, he must be heard 
when he speaks. There is in this book the 
paradox of our way of life. The author says 
that bigotry rests on two things: the com- 
pensating mechanism of an inferiority com- 
plex to gratify that insensate desire of man 
to show superiority to somebody else; and 
“a fundamental American impulse toward 
a kind of level mediccrity, of standardiza- 
tion, of implicit assumption that every man 
in America must be a good deal like every 
other man and that we want no differences.” 
And the author has demonstrated by his 
own example that a man can do or be any- 
thing he wants, if he has the strength of 
character that is necessary. 


Canadian Guide 


Canadian Master Tax Gyide. CCH Cana- 
dian Limited, 1200 Lawrence Avenue West, 
Toronto, Canada.* Sixth Edition, 1950. 328 
pages. $3. 

Company officers, lawyers and account- 
ants will find this an accurate, complete and 
timely guide to Dominion tax problems. 
Based on the Income Tax Act, the Income 
War Tax Act and the Excise Tax Act, 
along with all amendments, regulations, 
decisions and rulings issued up to October 1, 
1950, the Guide is an up-to-date presentation 
of the current tax picture. All the conclu- 
sions presented are final conclusions by the 
Supreme Court of Canada, the Exchequer 


* This book may be obtained in the United 
States from Commerce Clearing House, Inc., 
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Court, the Income Tax Appeal Board or 
final administrative construction. Included 
also in the book are summaries of the 
Canada-United States Succession Duty Con- 
vention Articles and the Canada-United 
States Reciprocal Tax Convention Articles. 
The income tax section of the book follows 
closely the arrangement of the Income Tax 
Act itself and footnotes throughout the 
text make reference to a more extensive 
treatment of the subjects at hand in the 
three-volume loose leaf CCH CANapDIAN 
TAx Reports as well as to sections of the 
new act. Supplementing the text material 
are filled-in T.1 General and T.2 Return 
forms, a tax calendar, a topical index and 
a cross-reference table between the Income 
Tax Act and the Income War Tax Act. 


Kentucky and Indiana Taxes 


Nos. 21, 22, 23. Bulletins of the Bureau 
of Business Research, College of Commerce, 
University of Kentucky, Lexington, Ken- 
tucky. 1950. 


_Seven papers presented at the first Ken- 
tucky Institute on Accounting and Tax 
Practitioners’ Forum comprise Bulletin No. 
21, “Accounts and Taxes.” Delivered by 
experts with varied backgrounds—professors, 
bankers, accountants, etc.—the papers dis- 
cuss such subjects as “The Accountant’s 
Service to Small Business,” “A Trust Officer’s 
Views on Estate Planning,” “Procedure and 
Practice Before the Treasury Department” 
and “What the Banker Expects in Reports 
by Certified Public Accountants.” 


“Kentucky Taxes Affecting Life Insur- 
ance,” Bulletin No. 22, in an analysis of 
taxes affecting Kentucky’s life insurance 
business, reaches several significant conclu- 
sions. In comparison with other states, 
Kentucky, it is shown, has a broader gross 
premium tax base than the majority of 
other states; has (along with twenty-eight 
other states) retaliatory or reciprocal tax 
features that are unjustified; exempts (along 
with twelve other states) domestic life in- 
surance companies from the gross premium 
tax; and needs state aid to improve tax 
administration and to reduce compliance costs. 


Bulletin No. 23, “The Indiana Gross In- 
come Tax,” is an attempt by its author, 
Kenneth C. Back, to analyze as well as de- 
scribe the Indiana gross income tax as to 
(1) the forces bringing about its adoption, 
(2) its administrative feasibility, (3) its fiscal 
aspects and (4) its effects upon the economy 


214 North Michigan Avenue, Chicago 1, Illinois, 
at $3 in United States dollars. 
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of the state. While, in general, the tax is 
discussed from the time of its inception, 
attention centers primarily on the ten-year 
period from 1939 to 1949. 


A Tax Is a Tax 
Is a Tax Is a Tax 


Financing Defense: Is an Excess Profits 
Tax the Solution? Committee on Postwar 
Tax Policy, 50 West 50th Street, New York, 
New York. 1950. 27 pages. 


The first installment of the committee’s 
new report which suggests revenue pro- 
posals and outlines tax policies appropriate 
to current needs, poses and answers its own 
question by stating that the excess profits 
tax rests on a basic philosophy that is falla- 
cious (with which statement our Eighty-first 
Congress was not in accord). Chairman 
of the tax committee is Roswell Magill. 


Critique of West Virginia 
Amendment 


The Operation of the Tax-Limitation 
Amendment in West Virginia. Harold J. 
Shamberger and James H. Thompson. West 
Virginia University Bulletin, Series 51, 
No. 4-1, West Virginia University, Morgan- 
town, West Virginia. November, 1950. 
29 pages. 


In listing and discussing both the pro- 
posed and attained objectives of the West 
Virginia amendment these two authors con- 
clude that its good points are far exceeded 


by its bad ones. Ratified in 1932 primarily 
to force a substantial and lasting reduction 
in property taxes—which it has done—the 
amendment has also increased indirect taxes 
to offset this reduction, thus not affecting 
the total amount of taxation to any great 
degree. 


ARTICLES 


Governmental Tax Immunity . . . ‘Char- 
acterized as a legal myth, the reciprocal- 
immunity rule is the topic of an article 
which traces its historical development and 
decline. The author is chief of the Tax, 
Litigation and Contracts Branch, Office of 
the Judge Advocate General of the United 
States Air Force.—Rakestraw, “The Recip- 
rocal Rule of Governmental Tax Immunity 
—A Legal Myth,” Oklahoma Law Review, 
May, 1950. 


Effects of Taxation . . . What should 
the economic effects of taxation be? What 
lessons are to be learned from the history 
of regulatory taxation? 
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One author contends that whether taxes 
have been imposed for revenue or for regula- 
tory purposes, they should be advantageous 
to the community, promoting the welfare 
of at least the majority of the citizens. He 
says: “The history of regulatory taxation 
reveals many abuses for the gain of special 
groups and many failures in attempting to 
regulate economic activity with impractical 
measures or with measures affecting those 
regulated and the community in a manner 
different from that anticipated.”—Buehler, 
“Taxation and the Economy,” National Tax 
Journal, June, 1950. 


Geological and Geophysical Expenditures 
. - - The federal income tax treatment of 
oil and gas exploration costs is the subject 
of an article written by two authors who are 
well known to readers of TAxes—The Tax 
Magazine. This treatment is particularly im- 
portant in Texas, for fifty-three per cent of 
the oil and gas reserves of the nation are 
within the borders of that state—Ray and 
Hammonds, “The Treatment of Oil and 
Gas Exploration Costs for Federal In- 
come Tax Purposes: Geological and Geo- 
physical Expenditures,” Texas Law Review, 
October, 1950. 


Semipublic Institutions in New York 
City . . . An article dealing with the ex- 
emption granted semipublic institutions pur- 
suant to the provisions of the New York 
City sales tax law has been written by a 
certified public accountant of that city. He 
points out that the trend, if it can be so 
called, has been toward relaxation of the 
rigid definition in the law.—Lipsky, “Semi- 
Public Institutions Under the New York 
City Sales Tax Law,” New York Certified 
Public Accountant, October, 1950. 


Reorganization Studies . .. Twenty-seven 
states and two territories have either com- 
pleted comprehensive state reorganization 
studies or now have them under way. Rev- 
enues and expenditures, efficiency and econ- 
omy, state tax structures and prospective 
sources of levies have been studied by the 
commissions or committees of the various 
entities —‘“State Government Reorganization 
Studies,” State Government, September, 1950. 


Tax-Free Partnership Incorporation Prob- 
lems . .. The pitfalls encountered in con- 
nection with the tax-free incorporation of 
partnerships are not to be found in the lit- 
eral requirements of Section 112 (b) (5). 
Mr. Specks states: “The courts have not 
addressed themselves to the problem as to 
the theory of partnerships to be adopted 
under the section. Yet, the conclusion 
reached on this question may be determina- 
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tive of the applicability or nonapplicability 
of the ‘substantial proportion’ requirement 
of the section. The problem as to the proper 
measure of a partner’s interest in the prop- 
erty ... transferred to the corporation has 
not been explicitly decided by the courts. 
But the answer to this question will deter- 
mine whether the ‘substantial proportion’ 
provision of the section is satisfied.” 


A résumé of the problems incident to such 
tax-free incorporations is the subject of his 
article—Specks, “Some Problems with the 
Tax-Free Incorporation of Partnerships,” 
Illinois Law Review, October, 1950. 


One-Man and Family-Owned Corpora- 
tions ... Problems of undistributed earned 
surplus of such organizations are examined 
by a professor of law at St. John’s Uni- 
versity. He indicates that “the simplest 
procedure is, of course, the complete liquida- 
tion of the corporation.” But in cases where 
the stockholder wishes to remain active in 
the business and derive future benefits 
therefrom, “the sale of the stock or the 
liquidation of the corporation does not meet 
his requirements and the problem must be 
squarely faced as to whether or not there 
exists any form of reorganization which 
will have the effect of separating the cash 
surplus from the corporation and making it 
available to the stockholder or stockholders, 
and at the same time freeing it from the 
imposition of the tax on dividends.”— 
Finkelstein, ““The Case of the Undistributed 
Earned Surplus,” St. John’s Law Review, 
April, 1950. 


Canada Tackles the Corporate Double- 
Taxation Problem ... Everybody has talked 
about double taxation on this continent; at 
last, our neighbor on the North has done 
something about it. Hereafter, in comput- 
ing income tax, residents of Canada may 
deduct from their bill an amount equaling 
ten per cent of the net dividend income 
received during the year from Canadian 
taxpaying corporations. 


The assistant Deputy Minister of Finance 
of the Dominion suggests that in the future 
a credit may be allowed in the United States 
similar to that now granted in Canada, and 
proposes an international tax convention. 
Thus could be settled the question of each 
country’s allowing a credit on dividends 
from the other country.—Eaton, “Recent 
Developments in Corporate Taxation in 
Canada,” National Tax Journal, March, 1950. 


Who Picks Up the Check? ... A Texas 
professor discusses “stop payment” orders 
on checks, and on whom the burden falls 
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when a stop-payment request does not meet 
with compliance. He reminds us that the 
desirability and practical necessity of statu- 
tory control of the stop-payment order is 
evident, in view of the large number of 
checks penned every day in various trans- 
actions. 


His article is written in the light of a 
1943 act of the Texas legislature. A part 
of the Texas Banking Code, it is a recodifi- 
cation of the banks and banking statutes.— 
Horner, “The Stop Payment Order,” Baylor 
Law Review, Spring, 1950. 


Douglas Committee . . . The January, 
1950 report of the Douglas Committee (Sub- 
committee on Monetary, Credit and Fiscal 
Policies of the Joint Committee on the Eco- 
nomic Report) is examined. The writer 
hails its publication as “an event of major 
importance in the development of monetary 
policy.” — Goldenweiser, . “Douglas Com- 
mittee Report,” American Economic Review, 


June, 1950. 


Group Pension Plans . . . Group annuity 
plans, in their legal aspects, are discussed 
in an article which examines the structure 
of such arrangements, their labor phases 
and, more briefly, the taxation problems 
which they may pose. Qualification under 
Section 165 (a) of the Internal Revenue 
Code comes in for analysis. 


The author is assistant counsel for one of 
the largest and best-known insurance firms 
in the United States. He says that “we now 
have what may be described as a veritable 
pension tidal wave.”—Fuerth, “Legal As- 
pects of the Group Annuity Business,” The 
Insurance Law Journal, October, 1950. 


In Praise of the Uniform Commercial 
Code ... This writer lauds the proposed 
Uniform Commercial Code, particularly in- 
sofar as it deals with sales of goods. He 
feels that “it rebuilds freely upon the deci- 
sions and mercantile customs of .. . fifty 
years ..., and... more than any previous 
code or restatement it provides within itself 
a method and principle of future growth.” 


In amplification, he states that he would 
not “intimate that the Act of 1906 and the 
English Sale of Goods Act were bad jobs,” 
but “after fifty years ... the old rules need 
some replacement.” The authoritativeness 
of his opinion is attested to by the fact that 
he acted for a number of years as an adviser 
to the reporter of the proposed code, under 
appointment by the American Law Institute. 
—Corbin, “The Uniform Commercial Code 
—Sales; Should It Be Enacted?” Yale Law 
Journal, April, 1950. 
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Louisiana Succession Laws ... Rules in 
regard to succession of irregular heirs and 
adopted children have seen a number of 
significant changes in recent years in the state 
laws of Louisiana. These changes have in- 
creased the rights of such heirs and allowed 
them to take a greater share of the succes- 
sion, and in situations which had formerly 
been barred to them. 


New facets of the succession law are out- 
lined by the author, a Tulane University 
law professor. In conclusion, he says: 
“Since the field of succession regulates the 
transmission of property of considerable im- 
portance, piecemeal legislation should be 
avoided and only carefully planned and con- 
sidered changes should be made. This is 
of particular significance in light of the 
contemplated revisions of the Code of Prac- 
tice and the Civil Code.”—Oppenheim, “Re- 
cent Developments in the Succession Law 
of Louisiana,” Tulane Law Review, June, 1950. 


Some Cautions on Wills and Trusts .. . 
This article presents some common over- 
sights which hazard disposition by will and 
trust in the exact ways intended by their 
makers. These examples have been selected 
from among a great many set forth by the 
author, a university lecturer on trusts and 
estates.—Sargent, “Sins of Oversight in 
Wills and Trusts,” Boston University Law 
Review, June, 1950. 


Accept No Substitutes According 
to the author, “it is one thing to advocate 
reform; it is another to suggest that a par- 
ticular group institute these reforms 
without the advice and consent of the society 
of which it is a part.” He reminds the pub- 
lic accountant of his position of public trust, 
in this discussion of cost basis in account- 
ing.—Ellis, “Cost Basis in Accounting Must 
Be Used Unless We Upset Our Whole 
Business System,” Journal of Accountancy, 
July, 1950. 


Special Verdict . . . The special ver- 
dict under F. R. C. P. 49(a) minimizes diffi- 
culties for jury, trial court and appellate 





ACQ. AND NON-ACQ.—Continued from page 98 | 





the I. T. expressly states that it shall be 
effective only as to payments received after 
January 1, 1951. Nevertheless, the gauntlet 
has been thrown to the ground, and the tax 
adviser is forewarned. 
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court, reduces the influence of prejudice 
and sympathy and “is mich to be preferred 
to the crude, unfair, and childishly unreal- 
istic general verdict.” So concludes the 
author.—Driver, “A Consideration of the 
More Extended Use of the Special Verdict.” 
Washington Law Review, February, 1950. 


From Private Ownership to State Control 
. The “planned state of Britain” is ex- 
amined by a University of Chicago professor 
of political science. He attributes the speed 
at which the transition has taken place to 
the facts that England has no Bill of Rights 
in a constitution, no distinguishable consti- 
tutional law and no special form of rigid 
amending clause——Finer, “Some Observa- 
tions on the Relationship of Law and Plan- 
ning in the Planned State of Britain,” Miami 
Law Quarterly, April, 1950. 


As Maine Goes, So Goes Not the Nation 

. . “As 1950 began, Maine alone among 
the states was without a law designed 
specifically to repress or combat subversive 
organizations or individuals.” The author 
makes this statement as part of a survey of 
the current scene in state anti-Communist 
laws.—Prendergast, “State Legislatures and 
Communism: The Current Scene,” American 
Political Science Review, September, 1950. 


Changes As Part of Supreme Court’s 
Work . . . Rejection of some of the phil- 
osophy of Justices Murphy and Rutledge 
as a part of the 1949-1950 Supreme Bench’s 
work is the subject of this article. Frank, 
“The United States Supreme Court: 1949-50,” 
University of Chicago Law Review, Autumn, 
1950. 


Corporate Charter Amendments .. . 
Questions of construction, of constitutional 
law and of equity regarding issues of prior 
stock and alteration of dividend- rates are 
given consideration by the author.—Becht, 
“Corporate Charter Amendments: Issues 
of Prior Stock and the Alteration of Divi- 
dend Rates,” Columbia Law Review, Novem- 
ber, 1950. 


Whether or not widows will continue to 
enjoy ultimate tax exemption on such volun- 
tary payments remains to be seen. 


If the payments are purely voluntary and 
are made to the widow and the widow has 
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performed no services, the issue seems to 
be clearly drawn between following the facts 
and holding of Bogardus and the language 
only of Varnedoe. On the other hand, where 
an obligation to decedent, whether volun- 
tary or otherwise, is involved, Section 126 
would seem to control regardless of to 
whom the payments are made. 


As long as the payments are voluntary, 
it would seem that Bogardus should control, 
even where the payments are to the estate. 
However, the Bausch case holds otherwise. 
This case has been appealed to the Court 
of Appeals for the Second Circuit, and it 
will be interesting to see what decision the 
court renders. 


It appears that only the Bausch case has 
been willing to go as far as I. T. 4027, and 
opposed to this is the Bogardus case. There- 
fore, there is some hope for the widow, 
either in the Tax Court or, by way of refund 
suit, in the Court of Claims or the district 
courts. Further, in the absence of some 
form of obligation to the decedent, it would 
seem a misapplication to apply Section 126 
to voluntary payments. 


RICHARD P. HADLEY 
New YorK CITY 


Nonincome Items in Deposits 


Sir: 


Having worked with a number of cases 
dealing with the same difficulties as John 
E. Caldwell wrote about in the January, 
1951 issue of TAxEsS—The Tax Magazine 
under the title “Nonincome Items in De- 
posits,” a comment or two on the extension 
of this procedure may be of interest. 


Bank Identification Numbers—The ac- 
countant or lawyer will find it of consider- 
able help when he prepares a schedule of 
deposits as outlined by Mr. Caldwell to 
include not only the amount of the deposit 
by check but also the bank designation 
number or any identifying term appearing 
on the duplicate deposit slips. Often the 
repetition of certain bank numbers or loca- 
tions will indicate a pattern or clue which 
the amounts alone do not indicate. In some 
cases it will suffice to identify the deposits 
by states to determine the proper treatment 
of the deposits. In other cases it may be 
necessary to indicate the name of the 
specific bank on which the original check 
was drawn. The writer has found that a 
list of bank identification numbers indicat- 
ing only the states and certain key cities 
will assist in properly allocating most de- 
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posits. Where it is necessary to break down 
deposits to specific banks, it is advisable 
to obtain the assistance of a commercial 
bank in translating the bank numbers. 


It has been found helpful when starting 
an analysis such as Mr. Caldwell wrote 
about to know not only the bank designa- 
tion numbers of the client’s bank but also 
those of his wife and to know his busi- 
nesses and those business associates with 
whom he may have had transactions during 
the period under review. 


Sales of Real Estate—To identify posi- 
tively deposits resulting from sales of real 
estate, it is essential to work with settle- 
ment sheets. Because of the various addi- 
tions and deductions from the agreed sales 
price, the agreement of sales and deeds is 
not as helpful as the settlement sheet which 
indicates the exact amount transferred at 
settlement. 


While the deposit of the proceeds from 
sales of real estate will follow closely after 
the settlement date, it is not as easy to 
find the deposit of the earnest money. The 
settlement sheet will reveal the amount of 
the deposit but usually not the date. That 
usually precedes the date of settlement by 
sixty to ninety days. The analysis also is 
made difficult by the fact that the deposit 
may have been made in installments. Fur- 
ther difficulty is encountered by the fact 
that while the bank on which the proceeds 
were drawn was that of the title company 
or bank involved, the deposit of the earnest 
money probably was drawn on the bank of 
the purchaser. 


Deposits Resulting from Stock Transac- 
tions.—If the number of stock transactions 
is small, the deposits resulting therefrom 
can be easily traced by the use of broker’s 
remittance advices. However, if the trans- 
actions are numerous or the client main- 
tained an account with a broker, a transcript 
of the client’s ledger account with the 
broker will be necessary. This transcript 
will be especially necessary if the client 
withdrew odd amounts from his account 
periodically. 


Check Stubs—While a review of can- 
celled checks is, as indicated by Mr. Cald- 
well, all-important, it is also important to 
scrutinize with considerable care the check- 
book stubs maintained by the client. Vari- 
ous forgotten notations may be all that is 
needed to solve the problem of particular 
deposits. 


Lewis S. WEISS 


PHILADELPHIA, PENNSYLVANIA 
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Louisiana Succession Laws ... Rules in 
regard to succession of irregular heirs and 
adopted children have seen a number of 
significant changes in recent years in the state 
laws of Louisiana. These changes have in- 
creased the rights of such heirs and allowed 
them to take a greater share of the succes- 
sion, and in situations which had formerly 
been barred to them. 


New facets of the succession law are out- 
lined by the author, a Tulane University 
law professor. In conclusion, he says: 
“Since the field of succession regulates the 
transmission of property of considerable im- 
portance, piecemeal legislation should be 
avoided and only carefully planned and con- 
sidered changes should be made. This is 
of particular significance in light of the 
contemplated revisions of the Code of Prac- 
tice and the Civil Code.”—Oppenheim, “Re- 
cent Developments in the Succession Law 
of Louisiana,” Tulane Law Review, June, 1950. 


Some Cautions on Wills and Trusts .. . 
This article presents some common over- 
sights which hazard disposition by will and 
trust in the exact ways intended by their 
makers. These examples have been selected 
from among a great many set forth by the 
author, a university lecturer on trusts and 
estates.—Sargent, “Sins of Oversight in 
Wills and Trusts,” Boston University Law 
Review, June, 1950. 


Accept No Substitutes 
to the author, “it is one thing to advocate 
reform; it is another to suggest that a par- 
ticular group institute these reforms 
without the advice and consent of the society 
of which it is a part.” He reminds the pub- 
lic accountant of his position of public trust, 
in this discussion of cost basis in account- 
ing.—Ellis, “Cost Basis in Accounting Must 
Be Used Unless We Upset Our Whole 
Business System,” Journal of Accountancy, 
July, 1950. 


Special Verdict . . . The special ver- 
dict under F. R. C. P. 49(a) minimizes diffi- 
culties for jury, trial court and appellate 


According 


court, reduces the influence of prejudice 
and sympathy and “is mich to be preferred 
to the crude, unfair, and childishly unreal- 
istic general verdict.” So concludes the 
author.—Driver, “A Consideration of the 


More Extended Use of the Special Verdict.” 
Washington Law Review, February, 1950. 


From Private Ownership to State Control 
The “planned state of Britain” is ex- 
amined by a University of Chicago professor 
of political science. He attributes the speed 
at which the transition has taken place to 
the facts that England has no Bill of Rights 
in a constitution, no distinguishable consti- 
tutional law and no special form of rigid 
amending clause.—Finer, “Some Observa- 
tions on the Relationship of Law and Plan- 
ning in the Planned State of Britain,” Miami 
Law Quarterly, April, 1950. 


As Maine Goes, So Goes Not the Nation 
. .. “As 1950 began, Maine alone among 
the states was without a law designed 
specifically to repress or combat subversive 
organizations or individuals.” The author 
makes this statement as part of a survey of 
the current scene in state anti-Communist 
laws.—Prendergast, “State Legislatures and 
Communism: The Current Scene,” American 
Political Science Review, September, 1950. 


Changes As Part of Supreme Court’s 
Work . . . Rejection of some of the phil- 
osophy of Justices Murphy and Rutledge 
as a part of the 1949-1950 Supreme Bench’s 
work is the subject of this article. Frank, 
“The United States Supreme Court: 1949-50,” 
University of Chicago Law Review, Autumn, 
1950. 


Corporate Charter Amendments .. . 
Questions of construction, of constitutional 
law and of equity regarding issues of prior 
stock and alteration of dividend rates are 
given consideration by the author.—Becht, 
“Corporate Charter Amendments: Issues 
of Prior Stock and the Alteration of Divi- 
dend Rates,” Columbia Law Review, Novem- 
ber, 1950. 


ACQ. AND NON-ACQ.—Continued from page 98 | 





the I. T. expressly states that it shall be 
effective only as to payments received after 
January 1, 1951. Nevertheless, the gauntlet 
has been thrown to the ground, and the tax 
adviser is forewarned. 
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Whether or not widows will continue to 
enjoy ultimate tax exemption on such volun- 
tary payments remains to be seen. 

If the payments are purely voluntary and 
are made to the widow and the widow has 
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performed no services, the issue seems to 
be clearly drawn between following the facts 
and holding of Bogardus and the language 
only of Varnedoe. On the other hand, where 
an obligation to decedent, whether volun- 
tary or otherwise, is involved, Section 126 
would seem to control regardless of to 
whom the payments are made. 


As long as the payments are voluntary, 
it would seem that Bogardus should control, 
even where the payments are to the estate. 
However, the Bausch case holds otherwise. 
This case has been appealed to the Court 
of Appeals for the Second Circuit, and it 
will be interesting to see what decision the 
court renders. 


It appears that only the Bausch case has 
been willing to go as far as I. T. 4027, and 
opposed to this is the Bogardus case. There- 
fore, there is some hope for the widow, 
either in the Tax Court or, by way of refund 
suit, in the Court of Claims or the district 
courts. Further, in the absence of some 
form of obligation to the decedent, it would 
seem a misapplication to apply Section 126 
to voluntary payments. 


RICHARD P. HADLEY 
New YorK CIty 


Nonincome Items in Deposits 
Sir: 


Having worked with a number of cases 
dealing with the same difficulties as John 
E. Caldwell wrote about in the January, 
1951 issue of TAaxEs—The Tax Magazine 
under the title “Nonincome Items in De- 
posits,” a comment or two on the extension 
of this procedure may be of interest. 


Bank Identification Numbers——The ac- 
countant or lawyer will find it of consider- 
able help when he prepares a schedule of 
deposits as outlined by Mr. Caldwell to 
include not only the amount of the deposit 
by check but also the bank designation 
number or any identifying term appearing 
on the duplicate deposit slips. Often the 
repetition of certain bank numbers or loca- 
tions will indicate a pattern or clue which 
the amounts alone do not indicate. In some 
cases it will suffice to identify the deposits 
by states to determine the proper treatment 
of the deposits. In other cases it may be 
necessary to indicate the name of the 
specific bank on which the original check 
was drawn. The writer has found that a 
list of bank identification numbers indicat- 
ing only the states and certain key cities 
will assist in properly allocating most de- 
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posits. Where it is necessary to break down 
deposits to specific banks, it is advisable 
to obtain the assistance of a commercial 
bank in translating the bank numbers. 


It has been found helpful when starting 
an analysis such as Mr. Caldwell wrote 
about to know not only the bank designa- 
tion numbers of the client’s bank but also 
those of his wife and to know his busi- 
nesses and those business associates with 
whom he may have had transactions during 
the period under review. 


Sales of Real Estate—To identify posi- 
tively deposits resulting from sales of real 
estate, it is essential to work with settle- 
ment sheets. Because of the various addi- 
tions and deductions from the agreed sales 
price, the agreement of sales and deeds is 
not as helpful as the settlement sheet which 
indicates the exact amount transferred at 
settlement. 


While the deposit of the proceeds from 
sales of real estate will follow closely after 
the settlement date, it is not as easy to 
find the deposit of the earnest money. The 
settlement sheet will reveal the amount of 
the deposit but usually not the date. That 
usually precedes the date of settlement by 
sixty to ninety days. The analysis also is 
made difficult by the fact that the deposit 
may have been made in installments. Fur- 
ther difficulty is encountered by the fact 
that while the bank on which the proceeds 
were drawn was that of the title company 
or bank involved, the deposit of the earnest 
money probably was drawn on the bank of 
the purchaser. 


Deposits Resulting from Stock Transac- 
tions —If the number of stock transactions 
is small, the deposits resulting therefrom 
can be easily traced by the use of broker’s 
remittance advices. However, if the trans- 
actions are numerous or the client main- 
tained an account with a broker, a transcript 
of the client’s ledger account with the 
broker will be necessary. This transcript 
will be especially necessary if the client 
withdrew odd amounts from his account 
periodically. 


Check Stubs—While a review of can- 
celled checks is, as indicated by Mr. Cald- 
well, all-important, it is also important to 
scrutinize with considerable care the check- 
book stubs maintained by the client. Vari- 
ous forgotten notations may be all that is 
needed to solve the problem of particular 
deposits. 


Lewis S. WEISS 
PHILADELPHIA, PENNSYLVANIA 
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Amendment 
of Depreciation Regulations 


Land tile has been deleted from the twenty 
per cent depreciation rate Class 20, and tile 
drainage has been added to the four per 
cent Class 1. For farmers and fishermen 
computing depreciation under Part XVII 
of the Regulations, the tile drainage rate 
has been set at 2% per cent and land title 
has been deleted from the exclusions. The 
amendments are applicable to the 1950 and 
subsequent taxation years. 


Newfoundland Terms 
of Union with Canada 


The taxpayer company sought to deter- 
mine whether it was entitled, because of 
Newfoundland statutes passed prior to con- 
federation with Canada, to any deduction, 
exemption or immunity from or any priv- 
ilege in respect of any duty or tax imposed 
by any act of the Parliament of Canada. 
Twelve Newfoundland statutes giving the 
company tax and duty privileges had been 
passed. Term 3 of the union provides that 
the British North America acts, 1867-1946, 
shall apply to Newfoundland in the same 
way and to a like extent as they apply to the 
other provinces of Canada: Term 18 pro- 
vides that Newfoundland laws in force prior 
to the union shall remain in force and stat- 
utes of Canada in force at the date of union 
shall come into force in Newfoundland on 
a day to be fixed by the Parliament of 
Canada or by proclamation of the Governor 
General in Council. The Customs Act and 
the Excise Tax Act were brought into force 
in the Province by proclamation dated April 
1, 1949, and the Income Tax Act was 
brought into force in the Province by proc- 
lamation dated May 9, 1949. 


It was held that the taxpayer is not en- 
titled to the deductions, exemptions or priv- 
ileges claimed. Customs and excise duties 
as well as income tax are properly within 


158 February, 1951 e TAX ES— The Tax Magazine 





the legislative power of the Dominion by 
virtue of Section 91 of the British North 
America Act. If Term 18 of the union were 
construed to mean that consent of the Legis- 
lature of Newfoundland was necessary to 
repeal a provincial law in respect to a matter 
coming within Dominion powers, the whole 
union would become unworkable. The 
power given Newfoundland, under Term 18, 
to abolish, repeal or alter laws must of 
necessity apply only to matters which, pur- 
suant to Section 92 of the British North 
America Act, fall within the powers of the 
Provinces.—/n re Bowater’s Newfoundland 
Pulp and Paper Mills, Ltd., CCH CANADIAN 
TAx Reports J 86-099. 


Admissibility of Evidence 


This was an action to recover a tax al- 
leged to be owing under the Excise Tax 
Act. The plaintiff, in a police court action, 
failed to recover penalties for alleged vio- 
lation of the act, and the magistrate’s deci- 
sion was upheld by the court of appeal. 
The defendant now claims that no action 
lies, because there has already been adjudi- 
cation. It claims also that the Minister’s 
certificate, along with other documentary 
evidence, is inadmissible, because the sec- 
tion of the act providing for the admissi- 
bility of this evidence was enacted subsequent 
to the first action. 


The plaintiff was held to be liable for the 
amount of tax claimed. The first action was 
not for recovery of the tax but for penalties 
for alleged violation of the act. Since the 
first action involved a different question from 
the one at hand, there was no adjudication 
of the present claim. The documentary evi- 
dence was also admissible. Evidence is a 
procedural matter and in addition the pres- 
ent action was commenced after the act 
made provision for the admissibility of the 
adduced evidence.—The King v. Pacific Bed- 
ding Company, Ltd.. CCH Dominion Tax 
CasEs { 87-089. 
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Entertainment Expenses for Clients 


The appellant claimed a deduction of en- 
tertainment expenses from his income which 
was derived from an insurance business. 
The expenditures were made for parties, 
gifts, etc., for wealthy clients. No receipts 
of the expenditures were kept. 


The appeal was dismissed. The appellant 
had received from his employer an amount 
equal to the entertainment expense in antici- 
pation of expenses to be incurred in obtain- 
ing insurance contracts. Such amount is 
taxable as income under the provisions of 
Section 3 (4) of the Income War Tax Act.— 
Mr. S. v. Minister of National Revenue, CCH 
DoMINION Tax Cases f 1-106. 


Valuation of Depreciable Asset 


The taxpayer company claimed a greater 
depreciation allowance than that allowed by 
the Minister on a building purchased by it 
from two individuals who were the com- 
pany’s chief shareholders. The Minister, 
relying on Section 6 (1) (n) of the Income 
War Tax Act, fixed the depreciable value 
of the building at a lower amount than that 
set by the company. 


Section 6 (1) (n) does not apply where 
a depreciable asset is purchased by a com- 
pany from individuals. However, while the 
value set by the company on the building 
must be taken as its depreciable value, the 
Minister’s discretion as to the rate of the 
depreciation allowance will not be interfered 
with—Mr. T. v. Minister of National Reve- 
nue, CCH Dominion Tax Cases § 1-111. 


Salary Paid to Nonresident 


The Minister allowed a deduction of only 
$14,000 of the salary and expenses paid by 
the taxpayer to its American attorney. Pay- 
able monthly, the salary was a fixed amount 
per year and the expenses were to be paid 
by the taxpayer up to a certain fixed sum 
each year. Bottoming his decision on Sec- 
tion 6 (1) (m) of the Income War Tax Act 
which prohibits a deduction for remuneration 
in excess of $14,000 where the remuneration 
is paid to a nonresident, the Minister decided 
that sums paid over that figure were not 
expenses wholly, exclusively and necessarily 
laid out to earn income. 


The taxpayer’s appeal from the disallow- 
ance of part of the deduction was allowed. 
The Minister read Section 6 (1) (m) along 
with Section 3 (4) which forbids a deduc- 
tion for living allowances paid on a periodic 
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basis. While the expenses were payable 
on a monthly basis, the amount actually 
payable was the total amount expended and 
the taxpayer could claim a refund of any 
unexpended surplus. It would be incon- 
sistent with the terms of the act to construe 
the word “salary” in Section 6 (1) (m) as 
including the type of receipt covered by 
Section 3 (4).—Oil Investments, Lid. v. Min- 
ister of National Revenue, CCH DoMINIon 
Tax Cases { 1-151. 


Interest on Loan by Officer 
to Company 


The taxpayer appealed against an assess- 
ment which disallowed the deduction of in- 
terest paid by the taxpayer to an officer of 
the company from whom it had borrowed 
money. The loan took the form of the 
withholding of a dividend to which the offi- 
cer was entitled. 


The appeal was allowed and the matter 
sent back to the Minister for reassessment. 
From the facts, it was shown that the rela- 
tionship of borrower and lender existed. 
The money borrowed was capital used to 
earn income, and in failing to allow a de- 
duction for interest, the Minister failed to 
exercise his discretion.— Modern Dairies, 
Ltd. v. Minister of National Revenue, CCH 
DoMINION TAx CAsEs § 1-134. 


New Companies 
Becoming Legal Entities 


The taxpayer, Company No. 1, transferred 
its income for the previous year to Com- 
panies Nos. 2, 3 and 4. Company No. 1, 
which did not abandon its charter until the 
year of the transfer, was assessed for this 
income instead of the three new companies. 


This assessment was held to be correct. 
The newly formed companies were unin- 
corporated during the period in which the 
income in question was earned. Since they 
had no legal existence before their incor- 
poration, they could not be regarded as 
carrying on business for themselves.— 
Company No. 1, Ltd. v. Minister of National 
Revenue, CCH Dominion Tax Cases § 1-127. 


Surplus of Mutual Business 


The taxpayer, a mutual fire insurance 
company, was assessed on the sum that 
it had transferred to its reserve. The 
Minister argued that while it is a well-settled 
rule that any surpluses arising from the opera- 
tion of a truly mutual business are not 
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profits for income tax purposes, the rule did 
not apply to the taxpayer, because there was 
no mutual sharing of the reserve. 


The Board decided against the Minister. 
It held that although all the members who 
contribute to the funds of the association 
will not necessarily or likely be the same 
as those who would share in any surplus, 
the company is a mutual company in that 
the members who contribute constitute the 
same “class” as those who would share in 
the distribution of any surplus.—Stanley 
Mutual Fire Insurance Company v. Minister 
of National Revenue, CCH Dominion Tax 
CasEs { 1-141. 


Taxation of Surplus 


The taxpayer, a shareholder in company 
A which was wound up, used his share of 
the surplus on hand at the time of the 
winding-up to acquire shares in new com- 
pany B. The Minister assessed him under 
Section 19.1 of the Income War Tax Act 
for tax on undistributed income. The tax- 
payer argued that at the time of the winding- 
up, there was no undistributed income on 
hand, since it had been already used in the 
purchase of shares in company B. 


The taxpayer was deemed to be incorrect. 
While the undistributed income was in the 
form of shares in company B when received 
by the taxpayer, it did not lose its quality 
by its conversion to another form of asset. 
Section 19.1 provides that distribution of 
a company’s assets “in any form” shall be 
deemed a payment of a dividend, to the 
extent of undistributed income on hand.— 
Woon v. Minister of National Revenue, CCH 
DoMINIon TAx CAseEs { 87-095. 


Mine Development 


The taxpayer claimed a deduction for 
amortization of mine development.’ The 
expense had been incurred in the two previ- 
ous years, but the company in its books had 
charged a lower rate of write-off than that 
charged by the department. This accounted 
for the sum yet to be written off. The 
Minister disallowed the deduction claimed. 


The Minister was held to be right. It 
was admitted by the taxpayer that the de- 
velopment costs were in the nature of a 
capital expense. While departmental prac- 
tice has recognized and allowed such a 
write-off, there is no provision in the In- 
come War Tax Act which permits it, and 
the case must be governed by the provisions 
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of the act—Alexro Coal Company, Lid. v. 
Minister of National Revenue, CCH Domrn- 
Ion Tax CAsEs J 1-142. 


Commission Paid 
to Obtain Investments 


The Minister disallowed a deduction, in 
determining an estate’s taxable income, for 
a commission paid by the executors of the 
estate to an agent who secured mortgages 
in which to invest the estate’s assets. It 
was argued that if the deduction were not 
allowed, there would be discrimination 
against the remaindermen who would ulti- 
mately get the corpus. The Board held, 
however, that the Income War Tax Act 
states that money accumulating in trust is 
taxable in the hands of trustees as if it were 
the income of a person and that “person” 
must refer to the decedent who if he were 
alive could not under the act deduct from 
income an amount paid to secure mortgage 
investments.—Estate of Peter Karson v. Min- 
ister of National Revenue, CCH DoMINIon 
Tax Cases §[ 1-153. 


Arrears of Principal and Interest 
on Life Estate 


The taxpayer, the beneficiary under a will, 
was to receive rents, income and profits 
from land during her lifetime. Provision 
was made for annual charges for interest, 
taxes and upkeep of the estate. At the time 
of the testator’s death, there was owing a 
large sum in respect of both principal and 
interest. In assessing the taxpayer, the 
Minister ruled that her income was the 
amount she was entitled to receive from the ad- 
ministrator exclusive of any payments made 
by the administrator in respect of arrears of 
principal or interest. 


The Board agreed with the Minister. 
The payment of arrears of principal and 
interest accumulated during the lifetime of 
the testator is a charge on corpus. A tenant 
for life can be charged only with paying 
any current interest due under the mortgage 
which, of course, would include any interest 
on the accumulated arrears of interest. 
Arrears of interest on incumbrances accrued 
in the lifetime of the settlor are a charge on 
corpus, the tenant for life merely paying 
interest on them. This rule can be nullified 
by a term of the will, but, in the instant 
case, the will precluded the payment of 
arrears of interest accumulated during the 
testator’s lifetime.—Johnson v. Minister of 
National Revenue, CCH Dominion Tax CASES 
{ 1-140. 
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Federal Taxes 
INCOME 


Deductions for employees’ profit-sharing- 
plan accumulation.—Facts: The taxpayer’s 
board of directors adopted a resolution pro- 
viding for a profit-sharing plan for its em- 
ployees. The contents of this resolution 
were verbally transmitted to its employees. 
Pursuant to this plan, varying sums of 
money were accrued on the taxpayer’s 
books of account each year the company 
made a profit, and part of this sum was 
paid to the employees. The taxpayer sought 
to take a deduction for the total sum of 
money which it had accrued to its employees’ 
account in 1943 even though it did not dis- 
tribute the whole of this sum to its employees. 


Decision: The amount of money actually 
paid as bonuses from the amount set aside 
therefor in 1943 is an allowable deduction, 
but the remainder of the sum which it ac- 
crued on its books but did not pay to the 
employees is not deductible. There was no 
legally enforceable obligation to pay bonuses 
to employees in the amount set aside for this 
purpose in 1943. Of course, entries were 
made on the taxpayer’s books in that year 
totalling that amount, but book entries are 
merely evidentiary and do not determine 
income or deductions or the time for re- 
porting them.—Yant Construction Company, 
CCH Dec. 17,928(M) (9 TCM 949). 


Traveling, moving and work clothes ex- 
penses.—Facts: The taxpayer accepted a 
job of indefinite duration a considerable 
distance from his home. His employer paid 
his train fare and meals while en route to 
the new job. While waiting for housing 
accommodations to become available for his 
family at his new location, he maintained 
himself in temporary lodgings and continued 
to keep up his former home for his family. 
When conditions were favorable, his family 
joined him. Shortly thereafter, however, he 
became dissatisfied, gave up his job and 


Interpretations 





returned to his former place of residence. 
He sought to deduct the cost of his family’s 
travel expenses to the new job location, his 
room and meal expenses while awaiting 
their arrival and the purchase price and 
laundering cost of clothing bought for him- 
self for use while at work but not required 
by his employer. 


Decision: The expenses which the tax- 
payer wanted to deduct were not allowed, 
since they were not deemed to be ordinary 
and necessary expenses under Section 23(a). 
His expenses incurred for board and room 
were personal living expenses, because his 
employment was for an indefinite period of 
time and his post of duty during that time 
was at the situs of that company. The ex- 
penses incurred in moving his family and 
incident to his work clothes were incurred 
for his own convenience and were not 
necessary to his employment. They are, 
therefore, also personal expenses.—Penning- 
ton, CCH Dec. 17,930(M) (9 TCM 955). 


Educational courses.—Facts: The taxpayer 
incurred expenses for evening engineering 
courses. During the day he was employed 
in an engineering capacity. He claimed a 
deduction as “engineering expenses” of the 
sums spent on his evening courses. 


Decision: The taxpayer’s claim to a de- 
duction for “engineering expenses” of sums 
paid for tuition and other outlays incurred 
in connection with attendance at a univer- 
sity must be disallowed as being expenditures 
“for educational purposes and of a personal 
character.”"—Larson, CCH Dec. 18,007 (15 
TC —, No. 123). 


Gross income inclusion of taxes paid by 
another.—Facts: It was provided, under 
the terms of a compromise agreement by 
which the taxpayer acquired mining prop- 
erties and cash from the estate of her father, 
that the taxpayer would pay the propor- 
tionate share of federal estate and state 
inheritance taxes. The agreement further 
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provided that the trustee (under the will 
of the taxpayer’s father) was to advance the 
money for the payment of the taxes. This 
loan was to be repaid by the withholding 
of certain amounts from the royalties re- 
ceived from the properties. The question 
concerned the inclusion in the taxpayer’s 
gross income of the sums advanced to the 
taxpayer for tax payment purposes. 


The sums withheld by the 
trustee in repayment of the money advanced 
for payment of the taxpayer’s share of 
taxes on the inherited property are income 
to the taxpayer and taxable to her. Also, 
the taxes so paid by the taxpayer are not 
additional cost of the inherited property so 
as to be the subject of “exhaustion” or de- 
pletion allowances nor are they an expense 
and deductible under Section 23(a)(2).— 
Beck, CCH Dec. 17,933 (15 TC —, No. 86). 


Decision: 


Premiums paid on life insurance on Own 
life.—Facts: Life insurance in equal amounts 
was taken out and maintained by the tax- 
payer and his partner on their own lives. 
Without reserving a power to change the 
beneficiary, each named the other his bene- 
ficiary. They agreed that in the event of 
the death of either, the insurance proceeds 
collected by the survivor were to be turned 
over to the decedent’s representative. Such 
payment, together with cash, was to be in 
satisfaction of the decedent’s interest in 
the partnership. In addition to becoming 
the sole owner of the business, the surviving 
partner was to reacquire all rights in the 
policies on his own life. The taxpayer sought 
to deduct from his gross income amounts 
which he paid as premiums on such in- 
surance on his own life. 


Decision: Within the meaning of Section 
24 (a) (4), the taxpayer was “directly or 
indirectly a beneficiary” of the policies on 
his own life. Therefore, he was not entitled 
to a deduction from gross income with 
respect to the premiums which he paid.— 


Keefe, CCH Dec. 18096 (15 TC —, No. 122). 


Transferee liability for state income taxes. 
—Facts: The taxpayer was the residual 
legatee under the will of her deceased hus- 
band. A state income tax return was filed 
for the estate, and, on the same date, the 
tax due thereon was paid by the taxpayer. 
The amount of that tax was claimed by the 
taxpayer as a deduction on her federal] in- 
come tax return. 


Decision: A transferee may not deduct, 
under Section 23(c)(1), state income taxes 
due from the transferor but paid by the 
transferee. The tax was not a tax on prop- 
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erty. It was an income tax upon the income 
of an estate, a different taxpayer from the 
individual taxpayer, the petitioner. It ap- 
pears that the taxpayer had no right to the 
income of the estate, for if she had had, the 
estate could have taken a deduction and 
shifted the tax to her. The taxpayer may 
have become liable for the amount due as 
tax from the estate, but if so, her liability 
was that of a transferee, not that of a tax- 
payer. A transferee is liable, to the extent 
of the value of property received from the 
transferor, for obligations of the transferor, 
including tax obligations. However, when 
transferred funds are used to pay the tax 
of the transferor, an obligation of the trans- 
feror is being paid and in no sense is the 
transferee paying a tax imposed upon it. 
—Goldberg, CCH Dec. 17,945 (15 TC —, 
No. 90). 


Capital gain in disposal of timber.—Facts : 
Timberlands were acquired by the taxpayer. 
Within six months thereafter, he entered 
into a contract contemplating the disposal 
of-all such timber within certain categories. 
Pursuant to the terms of the contract, the 
timber was to be paid for as cut. The tax- 
payer was referred to in the contract as the 
vendor and the other parties as the vendees. 
The contract also provided that the timber 
was to be cut within a period of two years 
and that at the end of that time, it was to 
be paid for whether cut or not. The issue 
involved determining whether or not the 
income derived from this transaction should 
be deemed to be ordinary income or a 
capital gain. 


Decision: There was a “disposal” of the 
timber within six months after its acquisi- 
tion, within the meaning of Sections 117(j) (1) 
and 117(k)(2), by and at the time of the 
contract. Petitioner’s gain from the payment 
for the timber was not, therefore, a capital 
gain.—Springfield Plywood Corporation, CCH 
Dec. 17,946 (15 TC—, No. 91). 


Jurisdiction of Tax Court.—Facts: The 
taxpayer made payments on his declaration 
of estimated income tax in excess of the 
liability shown on his returns. It was con- 
tended that the Tax Court is without 
jurisdiction to entertain any claims based 
on these excess payments. 


Decision: Although, by reason of Section 
271, such excess payments may not be taken 
into account in finding a “deficiency,” the 
Tax Court is nevertheless authorized to de- 
termine the amount of such overpayments 
pursuant to Section 322 (d).—Keefe, CCH 
Dec. 18,006 (15 TC —, No. 122). 
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Business profits paid to individual while 
in armed services.—Facts: The taxpayer 
maintained a liquor department in his drug 
store. He resided in a state other than that 
in which the store was located, and, finally, 
on this ground, the renewal of his liquor 
license was denied. Rather than give up his 
liquor business, he transferred it to his son 
who resided in the same state as the one in 
which the store was located. The son worked 
part time in the store, and the liquor license 
was procured in his name. He received a 
certain percentage of the liquor profits as 
compensation for these services. After he 
entered the armed services, his father still 
continued either to send or credit him with 
a share in the profits from the liquor sales. 
The taxpayer sought to deduct the amount 
paid his son from the liquor department 
profits for the last half of the year when his 
son entered the service, although he was 
only in service for the last three months of 
that year. 


Decision: The profits derived from the 
conduct of the liquor department which 
were transmitted to the taxpayer’s son 
were not includible in the taxpaver’s income. 
—Watkins, CCH Dec. 17,941(M) (9 TCM 
995). 


Accrued salary.—Facts: The taxpayer is- 
sued a salary check to its principal stock- 
holder. The stockholder, not an officer, held 
more than fifty per cent of its stock. The 
stockholder endorsed the check on the 
same day on which it was paid to him, and 
it was then deposited by the taxpayer in 
its bank account. The amount of the check 
was first charged then credited on the tax- 
payer’s books. The taxpayer was not shown 
to have had money to cover the check. 


Decision: Neither actual nor constructive 
payment was proved, and no error was 
shown by the Commissioner in denying 
deduction under Section 24 (c)—H & H 
Drilling Company, Inc., CCH Dec. 18,009 
(15 T-C —, No, 125). 


Attorney’s fee in ejectment suit.—Facts: 
The taxpayer successfully prosecuted an 
ejectment suit against a tenant on farm 
property owned by the taxpayer. The tax- 
payer claimed a deduction for the fee paid 
to the attorney who prosecuted the suit in 
ejectment. 


Decision: An attorney’s fee paid for the 
prosecution of a suit to regain possession of 
the taxpayer’s farm is deductible in full._— 
Tucker, Sr.. CCH Dec. 17,931(M) (9 TCM 
956). 


Interpretations 








ESTATE 


Pre-1949 transfers conditioned on survi- 
vorship: Technical Changes Act of 1949.— 
Facts: Decedent transferred property in 
trust in 1929 for the purpose of providing 
for the support and care of his wife for life. 
The income from the trust was to be paid 
to the decedent during his life, however, and 
thereafter to his wife. The wife was given 
the power to terminate the trust at any time 
during the decedent’s life. The trust could 
also be terminated in various other ways. 
The most important of these, to the court, 
was the power taken by the decedent to 
cause its termination himself upon his re- 
quest to the trustee to resign if his wife 
were to predecease him. If the trust ter- 
minated during his lifetime, the corpus was 
to be returned to him, but if it terminated 
after his death, the corpus was to go to 
enumerated charities. The trust had not been 
terminated at decedent’s death, the decedent 
predeceasing his wife. 


Decision: The value of the wife’s life 
estate should be included in the decedent’s 
gross estate. A reversionary interest had 
expressly been retained by decedent, and the 
value of that interest exceeded five per cent 
of the value of the trust corpus. Therefore, 
the ‘requirements of Section 81l(c), as 
amended by the Technical Changes Act of 
1949, were met. Disposition of the remain- 
der interests for tax purposes was not at 
issue. In all probability, it was considered 
that since decedent’s death made passage 
of the remainders to charity certain, their 
value would be deductible if they were first 
included in the decedent’s estate —Slade, 


CCH Dec. 17,966 (15 TC —, No. 98). 


Election to receive reduced annuity pay- 
ments.—Facts: After a certain period of time, 
the decedent was entitled to retire on an 
annuity for the remainder of his life under 
the provisions of a pension plan inaugu- 
rated by his employer. Only a nominal 
amount had been contributed to the plan 
by the decedent. Prior to the date of his 
retirement, the decedent elected, under an 
option provided in the pension plan, to take 
a reduced annuity on his retirement and, 
in the event his designated dependent sur- 
vived him, to provide that dependent with 
an annuity for life. The election became, by 
agreement, irrevocable. The point for deci- 
sion concerned the inclusion in decedent’s 
estate of the survivor’s annuity. 


Decision: The survivor’s annuity was not 
includible in decedent’s estate. It was not 
includible as a transfer with possession or 
enjoyment retained, as a transfer with the 
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right retained to designate who should 
possess or enjoy, or as a transfer. intended 
to take effect at death. The election to take a 
lesser annuity was a division of a property 
interest, part of which was the subject of the 
transfer, not the use by decedent for his life 
of only part of the income from all of certain 
property. The decedent made no transfer 
of income-yielding property, the income 
from which he reserved for life. The an- 
nuity payments which he received after his 
retirement did not have any relation to 
property transferred. Consequently, he “did 
not retain possession or enjoyment of the 
income of the property” nor did he retain 
the right to designate who would enjoy it. 
He designated who would enjoy it when 
he made his election and could not there- 
after change the designation. The election 
accomplished a testamentary disposition of 
property which, but for the election, he 
would have been free to enjoy during his 
life, but under no circumstance could any 
part of what he had transferred revert to 
his estate. Consequently, it was not taxable 
as a transfer to take effect at death— 
Twogood, CCH Dec. 18,017 (15 TC —, 
No. 129). 


Valuation of closely held stock.—Facts: 
The decedent owned shares in a carpet 
manufacturing company. The stock was 
closely held, and no sales of the stock had 
been made for over two years prior to the 
decedent’s death. An argument arose over 
the valuation of this stock for estate tax 
purposes. 


Decision: The value of the stock was 
determined by the court by using the New 
York Stock Exchange selling price, on the 
date of decedent’s death, of stock of two 
companies in a similar business as a criterion. 
It was shown that all three companies had 
similar methods of production, had the same 
problems and had the same type of manage- 
ment. The opinions of expert witnesses 
made from an analysis of the evidence were 
used by the court in making its valuation.— 


Ewing, CCH Dec. 18,001(M) (9 TCM 1096). 


Profits from investments.—Facts: Dece- 
dent’s husband had, over a period of years, 
made gifts of varying amounts of money to 
her. These she invested from time to time. 
From her husband’s testimony, no books 
having been kept, it was learned that she 
and her husband formed a realty business, 
the stock in which was owned by her, her 
husband, their daughter and the husband’s 
two sisters, and that the company built two 
apartment buildings which were jointly 
purchased from the company by the dece- 
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dent and her husband. It was concluded 
that the profits from her investments were 
put into these buildings. 


Decision: The profits from the decedent’s 
investments which originated from gifts 
made to her by her husband are concededly 
not property originating from him. There- 
fore, the property purchased from these 
profits is includible in her taxable estate to 
the extent of her contribution.—Selecman, 
CCH Dec. 17,942(M) (9 TCM 997). 


GIFT 


Divorce settlement.—Facts: The taxpayer 
and her husband both had substantial prop- 
erty interests. Preliminary to divorce pro- 
ceedings, a settlement of their interests was 
incorporated in an agreement under which 
the value of property transferred to the hus- 
band exceeded that which was received by the 
wife by over $100,000, which amount the Com- 
missioner claimed was subject to gift tax. The 
agreement provided that it should be sub- 
mitted to the divorce court “for its approval” 
but it also provided that “the covenants in 
this agreement shall survive any decree of 
divorce which may be entered.” The divorce 


- decree provided that “said agreement and 


said trust agreements forming a part thereof 
shall survive this decree.” 


Decision: The transfers are founded upon 


the divorce decree and are not, therefore, 
subject to gift tax. The additional facts in 
this case which were not found in Commis- 
sioner v. Maresi, 46-1 ustc ¥ 10,276, 156 F. 
(2d) 929, and Commissioner v. Converse, 
47-2 ustc 710,567, 163 F. (2d) 131, were 
not sufficient to remove it from the scope 
of those rulings, both of which are approved. 
In holding that this transfer was not subject 
to gift tax, the Court pointed out that if 
two partners, on dissolution of their part- 
nership, entered into a transaction similar 
to the one in question, “there would seem to 
be no doubt that the unscrambling of the 
business interests would satisfy the spirit of 
the Regulations” and that there is no reason 
why a husband and wife should be under 
a heavier handicap in settling their property 
interests upon a dissolution of the marital 
status.—Harris v. Commissioner of Internal 
Revenue, 50-2 ustc J 10,786 (S. Ct.). 


State Taxes 
INTANGIBLES 


Foreign corporations operating in Michi- 
gan.—Facts: The intangibles of the foreign 
corporation taxpayer represent income de- 
rived from business transacted in Michigan 


e TAXES—The Tax Magazine 








er 
p- 
< 
‘as 
ch 
1S- 
he 
m- 
‘he 
1b- 
al” 
in 
of 
rce 
ind 
eof 


on 
re, 
; in 
Ni S- 


rse, 
ere 
ope 
ved. 
ject 
it 
art- 
ilar 
n to 
the 
it of 
ison 
ider 
erty 
rital 
prnal 


ichi- 
‘eign 
» de- 


ligan 





in prior years. They have since been with- 
drawn from the state, are located elsewhere 
and were not used in business both within 
and outside Michigan in the year for which 
the tax is being computed. 


Decision: Such intangibles are not subject 
to taxation for the year in question. The 
court also held that the provisions of the 
Michigan intangibles tax law exempting 
domestic corporations which pay an intan- 
gibles tax elsewhere are invalid, since they 
deny to foreign corporations the equal pro- 
tection of the law.—Cleveland-Cliffs Iron 
Company v. Michigan Department of Revenue, 
2 StaTE TAx CasEs { 250-116 (Mich. S. Ct.). 


ESTATE 


Apportionment of federal estate taxes in 
Pennsylvania.—Facts: Where the taxable 
estate includes property upon which state in- 
heritance taxes have been paid and other 
property exempt from payment of state 
inheritance taxes, (a) is the federal estate tax 
which is to be prorated under the Act of 
July 2, 1937, P. L. 2762, the gross federal 
estate tax, that is, the federal estate tax in- 
cluding the portion thereof extinguished by 
reason of death taxes paid to any state or 
states or (b) is the federal estate tax which 
is to be prorated under said act the net 
federal estate tax, that is, the gross federal 
estate tax less the portion thereof extin- 
guished by reason of inheritance taxes paid 
to any state or states? 


Decision: The aggregate of the Pennsyl- 
vania estate tax and the gross federal estate 
tax is the amount which is apportioned 
under the Pennsylvania apportionment act. 
The federal tax is not to be reduced on ac- 
count of credits allowed against it in making 
such apportionment.—Rieck’s Estate, CCH 
INHERITANCE EsTaTE AND Girt TAx REPORTS 
{17,277 (Orphans’ Ct., Allegheny County). 


Wisconsin thirty per cent emergency tax. 
—Facts: Decedent, a Wisconsin resident, 
died owning property within and without 
the state. The tax authorities imposed the 
Wisconsin thirty per cent emergency tax 
upon a base of 87.5 of the amount recap- 
tured from the federal government under 
the Wisconsin eighty per cent additional 
estate tax, because 87.5 of the decedent’s 
estate was in Wisconsin and the balance 
consisted of real and tangible personal prop- 
erty in other states. 


Decision: The emergency tax can be con- 
stitutionally applied to the additional estate 
tax designed to absorb the eighty per cent 
credit.—Treichler v. State of Wisconsin, CCH 


Interpretations 





INHERITANCE EsTaTE AND Girt TAx REPORTS 
{ 17,266 (U. S. S. Ct.). (Note: In an opinion 
rendered in 1949, the Supreme Court held 
that the Wisconsin emergency tax was un- 
constitutional when applied against the en- 
tire Wisconsin inheritance and additional 
estate taxes levied on the estate of a Wis- 
consin decedent with property within and 
without the state. It held that the thirty 
per cent emergency tax in such a case was 
actually being increased on account of prop- 
erty not taxable in Wisconsin but includible 
in the gross estate for federal estate tax 
purposes. Accordingly, it remanded the case 
to the Wisconsin Supreme Court which re- 
vised its former position. The above de- 
cision is the higher court’s affirmance of the 
Wisconsin court’s decision.) 


Weekly payments out of New York 
trust income.—Facts: The payment of a 
specified weekly amount to a sister, a 
brother and a niece from the income of a 
testamentary trust was provided for by the 
decedent. The question arose over the ap- 
portionment of estate taxes. 


_Decision: Such payments are not annui- 
ties but are “interests in income.” Under 
Section 124 of the Decedent Estate Law, 
estate taxes chargeable to such an interest 
are payable out of the corpus of the trust 
without apportionment between remainders 
and temporary estates.—Estate of Kline, 
CCH INHERITANCE ESTATE AND Girt Tax 
Reports J 17,285 (Surrogate’s Ct., New York 
County). 

INHERITANCE 


Exemptions applicable to son of divorced 
wife in Texas.—Facts: For the purpose of 
fixing the rate of tax on property bequeathed 
to him by the decedent, the son of the 
decedent’s divorced wife claimed that the 
preference Class A rates and exemptions 
applicable to a direct lineal descendant of 
a wife applied to him even though the 
decedent and the son’s mother were divorced 
at the time of the decedent’s death. 


Decision: The son is not entitled to the 
exemptions and rates claimed. A divorced 
wife is not a “wife” within the meaning 
of the inheritance tax statute, and, conse- 
quently, her son is not a direct lineal 
descendant of a wife—Hamilton et al. v. 
Calvert et al., CCH INHERITANCE Estate AND 
Girt Tax REPorts § 17,295 (Ct. of Civ. App., 
3d Sup. Jud. Dist., Austin). 


California exemption applied to insurance 
proceeds.—Facts: The decedent left insur- 
ance policies payable upon his death. The 
bulk of the insurance was payable to his 
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widow and the remainder was payable to a 
cousin. In determining the amount of in- 
surance includible in the estate, the widow’s 
community property interest in the proceeds 
was deducted from the insurance payable 
to her. To the balance were added the 
insurance proceeds payable to the cousin. 
The total was less than the $50,000 ex- 
emption allowed under the California in- 
heritance tax law. It was contended that 
the insurance exemption should be prorated 
between the widow and the cousin before 
the widow’s community interest in the in- 
surance payable to her was excluded. 


Decision: The community property inter- 
est of the widow in the insurance proceeds 
payable to her should be deducted from 
the total of such insurance before applying 
the $50,000 insurance exemption to proceeds 
otherwise includible in the decedent’s estate. 
The exemption is applied to the balance of 
the insurance paid to the widow plus any 
proceeds paid to other beneficiaries. If 
necessary, it is prorated. Here, however, 
the total of these amounts was less than 
the exemption allowed. Therefore, the 
question of the apportionment of the ex- 
emption did not arise—In the Matter of the 
Estate of Alfred Schwarz, CCH INHERITANCE 
Estate AND Gtrt Tax Reports 17,288 
(Super. Ct., Los Angeles County). 


Mutually acknowledged child under II- 
linois law.—Facts: A maid employed by the 
decedent and his wife had an illegitimate 
daughter six months of age at the time she 
entered their employ. The child was sup- 
ported and educated by decedent and re- 
mained in his household as a foster daughter 
until his death thirty-five years later. The 
mother was an inmate of a mental institu- 
tion for some years prior to decedent’s death. 
The daughter’s father was never known. 
The decedent bequeathed the major portion 
of his estate to the daughter. The question 
involved whether or not the daughter can 
be deemed to be a mutually acknowledged 
child and thus entitled to the inheritance 
tax rates and exemptions applicable thereto. 


Decision: The daughter qualifies as a 
mutually acknowledged child under the 
statute, and her inheritance from the dece- 
dent is subject to the rates and exemptions 
applicable to such persons. An illegitimate 
child who has one parent living and the 
other unknown stands in the same position 
as a legitimate child with one parent de- 
ceased. This complies with the statutory 
requirement that a child, to qualify as a 
mutually acknowledged child for inheritance 
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tax purposes, must have one parent de- 
ceased.—People of the State of Illinois v. 
Moczek, CCH INHERITANCE ESTATE AND GIFT 
Tax REports § 17,280 (Ill. S. Ct.). 


Apportionment of taxes in New York: 
Intent of testator—Facts: The decedent 
made a gift to his wife before his death 
and also created an inter-vivos trust. He 
directed that all death taxes “be paid out 
of my general or gross estate as part of 
the expenses of administration thereof.” 
An application was made by the executor 
of the decedent’s will for an apportionment 
of estate taxes paid. 


Decision: The intent of the testator, when 
clearly expressed, governs the apportion- 
ment of taxes. Therefore, when the decedent 
directed that all death taxes be paid out of 
the general or gross estate as part of the 
administration expenses, it was deemed to 
be his intention that the inter-vivos trust 
and the gift made to his wife during his 
lifetime should likewise be tax free. Con- 
sequently, the beneficiaries under the trust 
and the decedent’s wife are not liable for 
the taxes—In re Guaranty Trust Company 
of New York, CCH INHERITANCE EstTATE AND 
Girt TAx Reports J 17,291 (Surrogate’s Ct., 
Suffolk County). 


CIGARETTE 


Federal law covering interstate cigarette 
vendors.—Facts: The taxpayers are en- 
gaged exclusively in the business of selling 
cigarettes in interstate commerce. They 
contested the constitutionality of the Act of 
Congress of October 19, 1949, known as the 
Jenkins Act. The act requires any person 
selling or disposing of cigarettes in inter- 
state commerce, if such cigarettes are 
shipped to other than distributors licensed 
by or located in a state taxing the sale or use 
of cigarettes, to forward each month to the 
tobacco tax administrator of the state into 
which such shipment is made certain infor- 
mation. This information must include the 
name and address of the person to whom 
the shipment is made and the brand and 
quality of the cigarettes shipped. 


Decision: The Jenkins Act is valid. The 
right of a mail-order concern operating in 
interstate commerce to maintain absolute 
secrecy of its customer list is subject to the 
right of Congress, in the exercise of its 
commerce power, to require the partial dis- 
closure of that list to state taxing author- 
ities —Consumer Mail Order Association of 
America et al. v. McGrath, 2 State Tax 
CAsEs § 250-115 (DC of D. C.). 
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(10) Possibilities of Reducing 
or Eliminating Tax When 
Income Is Realized 


In the event that your client’s indebted- 
ness cannot be cancelled in whole or in part 
without the realization of income and where 
such income cannot be deferred (an exam- 
ple of this would be the Jacobson case), 
you should attempt to effect the cancella- 
tion in such a manner that the least tax 
will result. 


Cancellations can be made in loss years 
so that the additional income will not give 
rise to tax in that year. Before this action 
is taken, consideration should be given to 
the tax effect the income realized on the 
cancellation of the indebtedness will have 
on the carry-back or carry-over of the loss 
to a previous or subsequent year.” A care- 
ful study of the possibilities might reveal 
a method by which the income from the 
cancellation can be taken up in the year 
of such cancellation and still permit the 
utilization of the maximum benefits of the 
net operating loss carry-over provisions of 
the Code. 


In contemplating this action, you should 
keep in mind that from a tax point of view 
the debtor does not have complete latitude 
as to what year income is to be realized 
from the cancellation of indebtedness. A 
debtor cannot purchase evidences of his 
own obligations, hold them until the most 
opportune year to cancel such evidences 
and report the income in that year. The 
income is realized in the year of purchase.™ 
This is true even if the evidences of in- 
debtedness are kept alive by sinking fund 
trustees as collateral to outstanding bonds.™ 
However, your client can, of course, choose 
the year in which the obligations are to be 
purchased. Where a claim has been out- 


82 Code Section 122. 

83 Tennessee Consolidated Coal Company, 44-2 
ustc f 9528, 145 F. (2d) 631 (CCA-6), aff’g CCH 
Dec. 13,556(M), 2 TCM 924 (1943); Morgan, CCH 
Dec. 14,220(M), 3 TCM 1156 (1944), rev’d in part 
pursuant to stipulation 47-1 ustc f 9155 (CCA-7): 
Central Paper Company, Inc. v. Commissioner, 
46-2 ustc f 9403, 158 F. (2d) 131 (CCA-6); Blake, 
CCH Dec. 15,668, 8 TC 546 (1947). 

% Commissioner Vv. Pittsburg and West Vir- 
ginia Railway Company, 49-1 ustc { 9163, 172 F. 
(2a) 1010 (CA-3), rev’g CCH Dec. 15,990, 9 TC 
268 (1947). 

% North American Coal Corporation v. Com- 
missioner, 38-1 vustc { 9303, 97 F. (2d) 325 
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HOW TO ELIMINATE THE TAX ON DEBT CANCELLATION— | 
Continued from page 136 | 


lawed, the Commissioner has the authority 
to require that it be included in income 
for the year in which circumstances indi- 
cate that it will not be paid.™ 


Another possibility would be to have a 
related taxpayer purchase the obligation at 
the reduced price at which it is offered. In 
this manner, the benefit of the adjustment 
could be received by a related interest. If 
the related interest actually purchased evi- 
dences of indebtedness, such evidences (to 
the extent classifiable as “capital assets’) 
could be held to maturity, and the gain of 
the related interest upon satisfaction of 
the indebtedness at face at that time would 
be a capital gain.” If the indebtedness con- 
sists of an open account, it could be sold to 
a third party for collection, thus giving 
the related interest the benefit of a capital 
gain.” 

From the creditor’s standpoint, the can- 
cellation or adjustment of indebtedness may 
give rise to a bad debt, a capital gain or 
loss, a capital contribution or a gift de- 
pending upon the relationship between the 
debtor and creditor, the nature and charac- 
ter of the indebtedness and the circumstances 
surrounding the cancellation. 


Ordinarily, if a creditor cancels amounts 
owing him in an arm’s-length transaction 
for business reasons, he is entitled to a bad 
debt deductiom™ If, in connection with 
such a transaction, he accepts property 
whose fair market value is less than the 
amount of the debt as full settlement there- 
for, he has a bad debt to the extent that 
the tax basis of the debt exceeds the fair 
market value of the property, since the 
character of the bad debt loss is dependent 
on that of the debt and not upon the nature 
of the property received in settlement thereof.” 


A capital gain or loss is realized by a 
creditor if the cancellation of indebtedness 





(CCA-6), aff’'g CCH Dec. 8950, 32 BTA 535 
(1935); G. M. Standifer Construction Corpora- 
tion v. Commissioner, 35-2 ustc { 9450, 78 F. 
(2d) 285 (CCA-9), aff’g CCH Dec. 8486, 30 BTA 
184 (1934). 

86 Code Section 117 (f). 

8 Benner, CCH Dec. 13,413(M), 2 TCM 560 
(1943); Graham Mill and Elevator Company v. 
Thomas, 46-1 vustc { 9118, 152 F. (2d) 564 
(CCA-5, 1945); Rockford Varnish Company, CCH 
Dec. 15,958, 9 TC 171. 

88 Code Section 23 (a); Regulations 111, Sec- 
tions 29.23(k)-1—29.23 (k)-6. 

8 Code Section 23 (k) and related interpreta- 
tive regulations. 
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arises in connection with the sale or retire- 
ment of securities,” and such gain or loss 
is measured by the difference between the 
tax basis of the securities and the sales or 
redemption price. To the creditor, this 
type of transaction is a sale or exchange™ 
even if it is considered as a cancellation of 
indebtedness as far as the debtor is con- 
cerned.” Capital gain or loss will be realized 
on retirement of only those securities which 
are under purview of Section 117 (f); retire- 
ment of other securities will give rise to a 
bad debt loss. 


A creditor-stockholder makes a capital 
contribution if he cancels indebtedness owed 
him by the corporation in order to enlarge 
his investment in the corporation. This 
rule also holds true in the case of a part- 
ner and a partnership. The tax basis of this 
contribution would ordinarily be equal to 
the tax basis of the indebtedness cancelled. 
It is possible that such a contribution might 
result in income to other partners or share- 
holders if proportionate contributions are 
not made by each.” 


Prior to the Supreme Court’s decision 
in the Jacobson case, it was held that even 
if the cancellation were considered to be 
gratuitous under the American Dental rule, 
the creditor could claim a bad debt loss if 
the cancellation were an arm’s-length trans- 
action in the normal course of business.“ 

However, as was seen in Part 4 of this 
article, the American Dental doctrine of 
gratuitous forgiveness will apply only if 
there is specific intent on the part of the 


creditor to forgive or cancel a part of the 
debt and the creditor is not attempting to 
obtain the highest possible amount for the 
claim. It may be that under this latest in- 
terpretation of the “gratuitous forgiveness” 
principle that a bad debt loss would not be 
allowed to the creditor where the debtor 
was held not to receive income.” This point 
should be carefully considered if it is de- 
sidered to effect a “gratuitous cancellation” 
of the debtor’s indebtedness. 


Conclusion 


The law relating to cancellation of in- 
debtedness is in the fluid state of develop- 
ment. Accordingly, in order to protect your 
client’s interests, it will be necessary to 
keep abreast of decisions outlining cir- 
cumstances under which cancellation of debt 
gives rise to taxable income and the cir- 
cumstances under which cancellation of debt 
does not give rise to taxable income. In all 
cases where a shareholder cancels a debt, 
a procedure should be adopted so that the 
amount of the debt cancelled constitutes a 
capital contribution. If a solvent corpora- 
tion cancels a part of its indebtedness, ad- 
vantage should be taken of Section 22 (b) 
(9), and if a solvent individual cancels a 
part of his indebtedness, the cancellation 
should be effected in a year in which the 
individual, rather than the government, will 
be the beneficiary of the cancellation or, if 
circumstances permit, the forgiveness should 
take the form of a gift. [The End] 





THE REPLACEMENT FUND IN INVOLUNTARY CONVERSIONS— 
Continued from page 138 


Interest and dividends earned by the re- 
placement fund are reportable income and 
do not increase the fund. If the securities 
are reconverted into money at a gain, such 
gain must be reported whether it is in- 
vested in the replacement property or not. 
A loss from the sale of replacement-fund 
assets is reportable and reduces the fund. 


Recognition of Gain 


If there is no immediate replacement or 
establishment of a replacement fund, gain 
is recognized. If only part of the amount 


* This applies to securities defined in Code 
Section 117 (f). 

% Code Sections 111, 117 (f). 

2U, S. v. Kirby Lumber Company, foot- 
note 5. 

% Regulations 108, Section 86.2. 


received is not used for replacement or 
in the replacement fund, gain is recognized 
only to the extent of the portions not so 
used and of parts of a replacement fund 
diverted to other than replacement pur- 
poses. This recognized gain plus any addi- 
tional moneys used for reconversion must 
be added to the basis of the reconverted 
property in arriving at the basis of the new 
property. On the other hand, that basis 
is reduced by the amount diverted from 
replacement or from the replacement fund 
(Section 113(a)(9) and Regulations). 
[The End] 


% Securities Company v. U. 8., footnote 58; 
Cocheco Woolen Manufacturing Company, foot- 
note 72. 

% See the court’s reasoning in Commissioner 
v. Jacobson, footnote 3. 
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e e If the report or payment due date falls on a holiday, most 
states provide for an extension of time to the next business day @ © 


ALABAMA 


March 1—Automobile dealer reports 
due. Premiums tax reports and payment 
from insurance companies due. Public 
utility property reports due (last day). 
March 10—Alcoholic beverage reports and 
tax of public service licensees due. Alco- 
holic beverage reports of wholesalers and 
distributors due———Automobile dealer re- 
ports due. Tobac¢o stamp and use tax 
reports and payment due. Tobacco whole- 
saler and jobber reports due. March 15— 
Franchise reports due (last day).——Gaso- 
line reports from carriers, warehousers and 
transporters due. Income and information 
reports and payment of first installment of 
tax due. Lubricating oils reports from 
carriers, warehousers and transporters due. 
Motor carrier mileage tax reports and 
payment due. Oil and gas conservation 
tax reports and payment due. Oil and 
gas production tax reports and payment due. 
March 20—Automobile dealer reports due. 
Coal and iron-ore mining tax reports 
and payment due. Diesel fuel tax reports 
and payment due. Gasoline tax reports 
and payment due. Lubricating oils tax 
reports and payment due. Motor fuel 
tax reports and payment due. Sales tax 
reports and payment due. 


ARIZONA 


March 5—Alcoholic beverage licensee 
reports due. March 10—Malt, vinous and 
spirituous liquor wholesaler tax reports and 
payment due. March 15—Gross income tax 
reports and payment due. Income and 
information reports and payment of first in- 
stallment of tax due. March 20—Motor 
carrier tax reports and payment due. 
Use fuel tax reports and payment due. 
March 25—Motor vehicle fuel distributor, 
wholesaler and carrier tax reports and pay- 
ment due. 
























































ARKANSAS 


March 1—Franchise reports due. 
Premiums tax reports and payment from in- 
surance companies due (last day). Public 
utility property reports due. March 10— 
Alcoholic beverage reports due. Motor 
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fuel carrier reports due. Natural re- 
sources statements of purchases due, March 
15—Compensating (use) tax reports and 
payment due. March 20—Gross receipts 
tax reports and payment due. Use fuel 
tax reports and payment due. March 25— 
Motor fuel tax reports and payment due.—— 
Natural resources severance tax reports and 
payment due. March 31—Rail carrier re- 
ports due. 








CALIFORNIA 


March 1—Distilled spirits tax reports 
and payment from common carriers due. 
Gasoline tax reports and payment due. 
Premiums reports from insurance companies 
due. March 15—Alcoholic beverage import 
reports. from common carriers due. Beer 
and wine tax reports and payment due. 
Distilled spirits tax reports and payment 
due. Express and railroad company money 
transmitting reports due. Franchise re- 
ports and payment of first installment of tax 
from banks and corporations due. In- 
come reports and payment of first install- 
ment of tax from corporations due. Oil 
and gas production reports due. Use fuel 
tax reports and payment due. March 20— 
Gross receipts tax reports and payment 
from motor carriers due. March 31—Mine 
owner reports due. 


COLORADO 


March 1—Gift reports due.-——Premi- 
ums tax reports and payment from insur- 
ance companies due. March 5—Alcoholic 
beverage manufacturer reports due. Mo- 
tor carrier tax due. March 10—Motor 
carrier reports due. March 14—Sales tax re- 
ports and payment due. Use tax reports 
and payment due. March 15—Coal mine 
owner reports due. Coal tonnage reports 
due. Franchise reports due. March 25— 
Diesel fuel tax reports and payment due. 
Gasoline tax reports and payment due. 


CONNECTICUT 
March 1—Premiums reports from in- 
surance companies due. Premiums tax 
payment from domestic insurance companies 
due. March 15—Gasoline use tax reports 
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and payment due. Gross income tax re- 
ports and payment from unincorporated 
businesses due. March 20—Alcoholic bev- 
erage tax reports and payment due. March 
25—Gasoline tax reports and payment due. 
March 30—Certified copy of foreign and 
domestic corporation annual report and fee, 
to be filed with town clerk, due. Use tax 
annual reports and payment due. .March 
31—Electric, gas, power, water, railroad and 
street railway corporation reports due—— 
Public service company reports due. 


DELAWARE 

March 1—Premiums tax reports and 
payment from insurance companies due. 
March 15—Alcoholic beverage reports from 
manufacturers and importers due. Gaso- 
line reports from filling stations due. March 
31—Gasoline tax reports and payment from 
distributors and reports from carriers due. 


DISTRICT OF COLUMBIA 

March 1—Premiums tax reports and 
payment from insurance companies due. 
March 10—Alcoholic beverage licensed manu- 
facturer, wholesaler and retailer reports due. 
Beer licensed manufacturer and whole- 
saler reports due. March 15—Beer tax due. 
March 20—Sales tax reports and payment 
due. Use tax reports and payment due. 
March 25—Gasoline tax reports and pay- 
ment due. March 31—Gross earnings tax 
semiannual installment from banks due 
(last day). Motor vehicle registration 
and fees due. Property tax semiannual 
installment due (last day). Public utility 
tax semiannual installment due (last day). 


FLORIDA 


March 1—Auto transportation company 
tax reports and payment due. Premiums 
tax from insurance companies due. March 
5—Property reports from public utilities due 
(last day). March 10—Alcoholic beverage 
manufacturer and dealer tax reports and 
payment due. March 15—Alcoholic bever- 
age reports from transporters and carriers 
due. Electric, gas, light, heat and power, 
telephone and telegraph company tax re- 
ports and payment due. Gasoline tax re- 
ports and payment from nondistributors and 
carriers due. Motor vehicle fuel use tax 
reports and payment due. March 20—Ad- 
missions tax reports and payment due. 
Rental tax reports and payment due. 
Sales tax reports and payment due. Use 
tax reports and payment due. March 25— 
Gasoline sales tax and storage tax reports 
and payment due. Oil and gas produc- 
tion tax reports and payment due. March 
31—Auto transportation company annual re- 
ports due. 


















































GEORGIA 


March 1—Foreign corporation list of 
resident stockholders due. Premiums tax 
reports and payment from insurance com- 
panies due. Property reports from rail- 
roads due. Special franchise (property) 
reports from public utilities due. March 10 
—Cigar and cigarette wholesale dealer re- 
ports due. Distilled spirits wholesale 
dealer reports due. Motor carrier reports 
due. March 15—Income and information 
reports and payment of first installment of 
tax due. Intangible personal property 
reports due. Malt beverage tax reports 
due. March 20—Gasoline tax reports and 
payment due. 























IDAHO 


March 1—Express company reports 
due. Premiums reports from insurance 
companies due. March 15—Beer dealer, 
brewer and wholesaler reports due. 








. Cigarette wholesaler drop shipment reports 





due. Electric power company tax reports 
and payment due. Gasoline tax reports 
and payment due. Income and informa- 
tion reports and payment of first install- 
ment of tax due. March 25—Gasoline dealer 
tax reports and payment due. Use fuel 
tax reports and payment due. March 31— 
Express company tax due (last day). Mo- 
tor vehicle registration fees due. Premi- 
ums tax from insurance companies due. 


ILLINOIS 


March 1—Premiums tax reports and 
payment from insurance companies due. 
March 10—Motor carrier mileage tax re- 
ports and payment due. March 15—Alcoholic 
beverage reports due. Cigarette reports 
due. Public utility tax reports and pay- 
ment due. Sales tax reports and payment 
due. March 20—Gasoline tax reports and 
payment due. March 30—Gasoline reports 
from transporters due. 


INDIANA 


March 1—Alcoholic vinous beverage 
tax due. Premiums tax reports and pay- 
ment from insurance companies due. Pre- 
miums tax (semiannual payment) from fire 
insurance companies due. Property re- 
ports from public utilities due. March 10— 
Cigarette distributor interstate business re- 
ports due. March 15—Alcoholic vinous bev- 
erage tax due. Cigarette distributor drop 
shipment reports due. Use fuel tax reports 
and payment due. March 20—Intangibles re- 
ports from banks and trust companies due.-—— 
Intangibles tax reports and payment from 
building and loan and production credit associ- 
ations due. Share tax reports and pay- 
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ment from banks and trust companies due. 
March 25—Gasoline tax reports and pay- 
ment from distributors and carriers due. 
Use fuel tax reports and payment from fuel 
dealers due. 





IOWA 


March 1—Bank share tax first install- 
ment due.—Grain handling reports due. 
Premiums tax reports and payment from in- 
surance companies due. Property reports 
from express companies due. March 10— 
Beer tax reports and payment from Class 
“A” permittees due. Gasoline tax reports 
and payment from carriers due. March 20— 
Gasoline tax reports and payment due. 
March 31—Income and information reports 
and payment of first installment of tax due. 
Property lists due (last day). 














KANSAS 


March 1—Information at the source re- 
ports due. Premiums tax annual reports 
and payment from insurance companies due. 
Railroad company reports of tax with- 
held from private car companies due. March 
10—Malt beverage reports due. March 15— 
Alcoholic liquor manufacturer and distribu- 
tor reports due. Compensating tax reports 
and payment due. Gasoline and fuel use re- 
ports from carriers due. Gross ton mile- 
age tax reports and payment from motor 
carriers due. March 20—Alcoholic liquor re- 
tailer reports and payment due. Railroad, 
telegraph, telephone, pipeline and electric 
power company reports due. Sales tax 
reports and payment due. Use fuel tax re- 
ports and payment due. March 25—Gasoline 
tax reports and payment due. 





























KENTUCKY 
March 1—Broker margin transaction re- 
ports due. Motor vehicle registration 
fees due. Premiums tax reports and pay- 





ment from insurance companies (other than 
life) due. Property reports due (last 
day). March 10—Distilled liquor blender 
and rectifier tax due. March 15—Alcoholic 
beverage reports due. Fuel use tax re- 
ports and payment from transporters due. 
Income information reports due. 
Mileage tax from passenger carriers due. 
Stockholder and bondholder reports 
from corporations due. March 20—Cigarette 
wholesaler reports due. Oil production 
tax reports and payment due. March 31— 
Amusement and entertainment reports and 
tax due. Franchise reports from public 
utilities due (last day). Gasoline reports 
from refiners and importers due. Gaso- 
line tax reports and payment from dealers 
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and transporters due. Gross receipts tax 
reports and payment from public utilities 
due. Motor vehicle fuel use tax reports 
and payment due. Property reports from 
public utilities due. 


LOUISIANA 


March 1—Chain store tax due before 
this date. Foreign corporation reports 
due. License tax delinquent. Pre- 
miums tax reports and payment from insur- 
ance companies due. Soft drinks reports 
due. Taxable property reports from per- 
sons engaged in selected businesses due.-—— 
Tobacco reports due. March 10—Beer im- 
porter reports due. Gasoline importer tax 
due. Kerosene importer reports due. 
Lubricating oils importer reports due. 
March 15—Beer carrier reports due. 
Gasoline carrier reports due. Intoxi- 
cating liquor reports due. Kerosene car- 
rier reports due. Lubricating oils carrier 
reports due. Soft drinks reports due. 
Tobacco reports due. March 20—Beer 
wholesale dealer tax reports and payment 
due. Fuel use tax reports and payment due. 

——Gasoline tax reports and payment 
due. Kerosene tax reports and payment 
due. Lubricating oils tax reports and 
payment due. Sales tax reports and pay- 
ment due. Use tax reports and payment 
due. 




































































MAINE 


March 1—Express and parlor car com- 
pany reports due. License fees from 
foreign corporations due. Motor vehicle 
registration fees due. Premiums reports 
from insurance companies due. March 10— 
Malt beverage manufacturer and wholesaler 
reports due. March 25—Use fuel tax reports 
and payment due. March 31—Gasoline tax 
reports and payment due. 











MARYLAND 


March 10—Admissions tax due.——Beer 
tax reports and payment due. March 15— 
Distiller and bonded and other warehouse- 
men reports due. Gross receipts franchise 
reports from utilities due. Premiums tax 
reports and payment from insurance com- 
panies due. Sales tax reports and pay- 
ment due. Use tax reports and payment 
due. March 30—Motor fuel cargo lot pur- 
cnases reports due. March 31—Gasoline tax 
reports and payment due. Motor vehicle 
registration fees due. 

















MASSACHUSETTS 


March 1—Alcoholic beverage annual ex- 
cise (income) tax reports and payment due. 
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Information at the source reports due. 

Net value of policy tax from life insur- 
ance companies due. Personal income 
tax reports and payment due. Premiums 
reports from insurance companies, except 
marine or fire and marine companies, due. 
March 10—Alcoholic beverage excise tax re- 
ports and payment due. Meals excise tax 
reports and payment due. March 15—Net 
income reports from banks due. March 20— 
Cigarette tax reports and payment due. 
March 31—Motor fuel tax reports and pay- 
ment due. 


MICHIGAN 


March 1—Premiums reports from insur- 
ance companies delinquent. Property tax 
due (last day without interest charges). 
March 5—Gasoline statements from carriers 
due. Property reports due (last day). 
March 10—Common and contract carrier re- 
ports and payment due. March 15—Sales 
tax reports and payment due. Use tax 
reports and payment due. March 20— 
Cigarette tax reports and payment due. 
Diesel fuel user tax reports and payment 
due. Fuel sold for use on vessels, tax due. 

Gas and oil severance tax reports and 
payment due (last day). Gasoline tax 
distributor reports and payment due. March 
31—Intangibles tax reports, including infor- 
mation reports of trustees and agents, and 
payment due. 


MINNESOTA 


March 1—Gross earnings tax from pub- 


lic utilities, except railroads, due. Gross 
earnings tax semiannual installment from 
railroads due. Income information re- 
ports due. Iron severance operator re- 
ports due. Premiums reports from 
insurance companies due. ‘Taconite and 
iron sulphides reports due. March 10— 
Alcoholic beverage reports from wholesalers, 
brewers and manufacturers due. March 15 
—Gift reports due. Income reports and 
payment of first installment of tax due. 
March 20—Cigarette tax reports and pay- 
ment due. March 23—Gasoline tax reports 
and payment from distributors due. Spe- 
cial use fuel tax reports and payment due. 
———Tractor fuel seller reports due. 


MISSISSIPPI 


March 1—Premiums tax reports and 
payment from domestic insurance companies 
due. March 5—Factory reports due. March 
10—Admissions tax reports and payment 
due. March 15—Compensating (use) tax re- 
ports and payment due. Gasoline tax re- 
ports and payment from carriers due. 
Income information reports due. Income 
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reports and payment of first installment of 
tax due. Light wine and beer retailer, 
wholesaler and distributor reports due-—— 
Occupation (sales) tax reports and payment 
due.——Timber severance tax reports and 
payment due. Tobacco manufacturer, 
distributor and wholesaler reports due. 
Use fuel tax reports and payment due. 
March 20—Gasoline distributor, refiner and 
processor tax reports and payment due. 
March 25—Gas severance tax reports and 
payment due. Oil and Gas Board mainte- 
nance charge due. Oil severance tax re- 
ports and payment due. 


MISSOURI 


March 1—Factory reports due. 
chise reports due. Income information 
reports due. Premiums reports from in- 
surance companies due. Sales tax annual 
reports due. March 5—Nonintoxicating beer 
permittee reports due. March 10—Oil in- 
spection tax reports and payment due. 
Petroleum products receiver reports due. 
March 15—Alcoholic beverage sales reports 
due. Intangibles tax reports and payment 
due. March 25—Use fuel tax reports and 
payment due. March 31—Gasoline distribu- 
tor tax reports and payment due. Income 
tax reports and payment due. Soft drinks 
manufacturer tax reports and payment due. 


MONTANA 


March 1—Foreign corporation reports 
of capital employed due. Indebtedness 
reports from corporations due. Moving 
picture theater licenses issued and tax due. 

Premiums reports from insurance com- 
panies due. Railroad withholding reports 
and payment of tax collected from freight 
line companies due. Sleeping car com- 
pany reports due. Telephone company 
tax reports and payment due. March 5— 
Property reports from telegraph, telephone, 
electric power or transmission line, canal, 
ditch and flume companies due. March 15— 
Beer brewer, wholesaler and transporter 
tax reports and payment due. Crude 
petroleum producer reports due. Electric 
company tax reports and payment due. 
Gasoline reports from carriers due. Gaso- 
line tax reports and payment due. In- 
come information reports due. March 31— 
Income (corporation license) reports due. 

Insurance company licenses expire. 


NEBRASKA 
March 1—Premiums reports from insur- 
ance companies, except foreign surety com- 
panies, due. Premiums tax from foreign 
life and accident insurance companies due. 
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March 10—Bank share reports due. 
Cigarette distributor reports due. March 15 
—Alcoholic beverage manufacturer and 








wholesale distributor reports due. Gaso- 
line reports from carriers due-——Gasoline 
tax reports and payment due. 

NEVADA 


March 1—Annual statements from for- 
eign corporations due. Premiums reports 
from insurance companies, except foreign 
surety companies, due. Premiums tax 
from foreign life and accident insurance 
companies due. March 5—Intangibles tax 
from installment loan companies due-—— 
Property tax quarterly installment due. 
Utility affidavit due. March 10—Liquor re- 
ports by out-of-state vendors due. March 15 
—Alcoholic beverage manufacturer and im- 
porter reports due. Gasoline carrier re- 
ports due. March 25—Fuel user tax reports 
and payment due. Gasoline tax reports 
and payment from dealers due. 

















NEW HAMPSHIRE 


March 1—Premiums reports from in-_ 


surance companies due. March 10—Alco- 
holic beverage manufacturer, wholesaler and 
importer reports due. Alcoholic beverage 
wholesaler tax due. March 15—Use fuel tax 
reports and payment due. March 31—Motor 
carrier registration and fees due-———Motor 
fuel tax reports and payment due. Motor 
vehicle registration and fees due. 


NEW JERSEY 


March 1—Premiums reports from in- 
surance companies, except marine insurance 
companies, due. Property reports from 
railroad companies due. March 10—Bus 
(interstate) excise tax reports and payment 
due. Jitney (municipal) gross receipts 
tax reports and payment due. March 20— 
Alcoholic beverage retail consumption and 
retail distribution licensee tax reports and 
payment due. Cigarette distributor tax 
reports and payment due. March 25—Bus 
(municipal) gross receipts tax reports and 
payment due. March 30—Gasoline reports 
from carriers due. Second Last Business 
Day—Gasoline tax reports and payment 
from distributors due. 

















NEW MEXICO 


March 1—Premiums tax reports and 
payment from insurance companies due. 
Property reports due (last day). Rail- 
road gross earnings tax on private car lines 
due. March 2—Motor vehicle registration 
fees due. March 15—Franchise reports due. 
——Occupational gross income tax reports 
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and payment due. Oil and gas conserva- 
tion reports due. Severance tax reports 
and payment due. March 20—Motor carrier 
reports and tax due. Pipeline operator 
license tax due. March 25—Gasoline tax re- 
ports and payment due. Use or com- 
pensating tax reports and payment due. 











NEW YORK 


March 1—Franchise tax reports and 
payment from real estate and cooperative 
agricultural corporations due. Personal 
income information and withholding reports 
and payment of amounts of tax withheld 
due. Premiums reports (annual) from in- 
surance companies due. Primary tax re- 
ports and payment from transport and 
transmission companies due (last day). 
March 20—Alcoholic beverage tax reports 
and payment due. March 25—Conduit com- 
pany tax reports and payment due. Pub- 
lic utility additional tax reports and payment 
due. March 31—Gasoline tax reports and 
payment due. 


NORTH CAROLINA 


’ March 1—Firemen’s Relief Fund re- 
ports due. Freight car lines tax reports 
and payment due. March 10—Alcoholic 
beverage reports from railroads due. 
Gasoline tax reports and payment from car- 
riers due. Unfortified wine distributor 
and bottler tax reports and payment due. 
March 15—Firemen’s Relief Fund tax due 
(last day). Gift tax reports and payment 
due. Income and information reports and 
payment of first installment of tax due. 
Intangible personal property tax reports and 
payment due. Intangibles information re- 
ports from corporations due. Premiums 
tax reports and payment from insurance 
companies due. Sales tax reports and 
payment due. Spirituous liquor tax due. 
—Use tax reports and payment due. 
March 20—Gasoline tax reports and pay- 
ment from distributors due. Use fuel tax 
reports and payment due. March 31—Rail- 
road company utility reports due. 















































NORTH DAKOTA 


March 1—Mineral rights excise tax 
semiannual installment delinquent. Per- 
sonal property tax delinquent——,;Premiums 
tax reports and payment from insurance 
companies due. Property tax from car 
lines and express and air transportation 
companies due (last day). Real property 
tax semiannual installment delinquent. 
Rural electric cooperative tax delinquent. 
March 10—Cigarette distributor reports due. 
March 15—Beer tax reports and payment 
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due. Gasoline tax reports and payment 
due. Income and information reports and 
payment of first installment of tax due. 
Income reports from banks and trust com- 
panies due. Interstate motor carrier tax 
due. March 25—Use fuel tax reports and 
payment due. 


OHIO 


March 1—Premiums reports from insur- 
ance companies due (last day). Pre- 
miums tax (first installment) from foreign 
insurance companies due. Utility, except 
sleeping car, freight line and equipment cor- 
poration, reports due. March 10—Alcoholic 
beverage reports from Classes “A” and “B” 
permittees due. Cigarette wholesaler re- 
ports due. March 12—Bank share reports 
due. Financial institution reports of de- 
posits due (last day) Intangibles dealer 
reports due. March 15—Cigarette use tax 
reports and payment due. March 20—Gaso- 
line reports from dealers due. March 30— 
Gasoline reports from carriers due. March 
31—Foreign corporation annual statements 
due. Franchise reports due (last day). 

Gasoline tax due. Grain handling tax 
semiannual installment due. Intangible 
and tangible personal property tax semi- 
annual installment due. Property reports 
due (last day). 


OKLAHOMA 


March 1—Labor reports (annual) due. 
March 5—Operator reports of mines other 
than coal due. March 10—Alcoholic bever- 
age tax reports and payment due. Ciga- 
rette wholesaler, retailer and vending-machine 
owner reports due. Gross receipts tax re- 
ports and payment from airports due. March 
15—Gasoline tax reports from dealers, re- 
tailers and carriers due. Gift tax reports 
and payment due. Income reports and 
payment of first installment of tax due. 
Intangible personal property list due (last 
day). Mileage tax reports and payment 
from carriers due. Personal property re- 
ports due. Railroad and public service 
company reports due. Sales tax reports 
and payment due. Tobacco wholesaler, 
jobber and warehouseman reports due. 
March 20—Coal mine operator reports due. 

Gasolipe distributor and imported gaso- 
line purchaser tax reports and payment due. 

Property tax reports and payment from 
rural electric cooperatives due. Use fuel 
tax reports and payment due. Use fuel 
tax reports from carriers due. Use tax 
reports and payment due. March 31—Oil, 
gas and mineral gross production tax reports 
and payment due. 
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OREGON 


March 1—Premiums reports from in- 
surance companies due. Property reports 
delinquent after this date. March 15—Prop- 
erty reports from Class A electric and tele- 
phone, telegraph and sleeping car companies 
due. March 20—Alcoholic beverage tax re- 
ports and payment due. Motor carrier 
reports due if tax is paid as per Table A or 
B.——Motor vehicle broker and forwarder 
tax due. Use fuel tax reports and pay- 
ment due. March 25—Gasoline tax reports 
and payment due. March 31—Motor carrier | 
tax due if tax is paid as per Table A or B. 


PENNSYLVANIA 


March 10—Malt beverage reports due. 

Soft drinks reports due. Spirituous 
and vinous liquor importer reports due. 
March 15—Alcoholic beverage manufacturer 
tax reports and payment due. Capital 
stock tax reports and payment due. Cor- 
porate loans tax reports and payment due. 

Corporation bonus tax reports and pay- 
ment due.——Franchise tax reports and pay- 
ment due. Premiums tax reports and 
payment from insurance companies due. 
March 31—Gasoline tax reports and pay- 
ment due.——Use fuel tax reports and pay- 
ment due. 


RHODE ISLAND 


March 10—Alcoholic beverage reports 


from manufacturers due. March 15—Gaso- 
line tax reports and payment due. March 20 
—Sales tax reports and payment due-—— 
Use tax reports and payment due. 


SOUTH CAROLINA 


March 1—Alcoholic beverage wholesaler 
reports of alcoholic beverages received due. 

Personal property reports due. Pre- 
miums tax reports and payment from insur- 
ance companies due. March 10—Admissions 
tax reports and payment due.——Alcoholic 
beverage wholesaler and retailer reports of 
alcoholic beverage sales and additional tax 
due. Power tax reports and payment due 
(last day). March 15—Income and informa- 
tion reports and payment of first installment 
of tax due. March 20—Fuel oil dealer re- 
ports due. Fuel oil user tax reports and 
payment due. Gasoline tax reports and 
payment due. 


SOUTH DAKOTA 


March 1—Motor carrier of passengers 
tax due. Premiums annual tax reports 
and payment from insurance companies due 
(last day). March 10—Motor carrier in 
interstate commerce reports and tax due. 
March 15—Alcoholic beverage sales reports 
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due. Gasoline reports from carriers and 
retail airplane vendors due. Gasoline tax 
from dealers due. Use fuel reports from 
carriers due. Use fuel tax reports and 
payment due. March 20—Passenger mileage 
tax due. March 31—Bank excise income re- 
ports and payment of first installment of tax 
due. Gasoline reports from dealers due. 
——HMotor vehicle registration and fees due. 














TENNESSEE 


March 1—Premiums tax reports and 
payment from insurance companies due. 
March 10—Alcoholic beverage reports due 
(last day). Barrel tax on beer due. 
Gasoline tax reports from carriers due. 
March 15—Fuel user reports due. Gift 
tax reports and payment due. Income tax 
reports and payment on stocks and bonds 
due. Use fuel reports from carriers due. 
March 20—Gasoline tax reports and pay- 





























ment from distributors due. Oil produc- 

tion tax reports and payment due. Sales 

tax reports and payment due. Use tax 
reports and payment due. 
TEXAS 

March 1—Intangibles reports from utili- 

ties due. Premiums reports from in- 


surance companies due. Premiums tax 
from insurance companies other than life, 
health and accident due. March 15—Beer 
tax reports and payment due. Franchise 
reports due (last day). Oleomargarine 
dealer tax reports and payment due.—— 
Premiums tax from life, health and accident 
insurance companies due. March 20—Lique- 
fied gases and liquid fuel tax reports and 
payment of users due. Motor fuel reports 
from carriers due. Motor fuel tax reports 
and payment due. March 25—Carbon black 
production tax reports and payment due. 
Cement distributor tax reports and pay- 
ment due. Natural gas production tax 
reports and payment due. Prizes and 
awards of theater tax reports and payment 
due. March 30—Oil production tax reports 
and payment due. 


UTAH 

March 1—Premiums reports from in- 
surance companies due. March 10—Liquor 
licensee reports due. Use fuel reports 
from carriers due. March 15—Excise (in- 
come) reports and payment of first install- 
ment of tax due. Individual income tax 
reports and payment due. Sales tax re- 
ports and payment due. Use fuel tax 
reports and payment due——*Use tax re- 
ports and payment due. March 25—Gasoline 
reports of carriers due. Gasoline tax re- 
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ports and payment from distributors and 
retailers due. March 31—Premiums tax 
from insurance companies due. 


VERMONT 


March 1—Corporation annual reports 
due. March 10—Alcoholic beverage tax re- 
ports and payment due. March 15—Electric 
light and power company reports and tax 
due. Gross operating revenue tax reports 
and payment from telephone companies due. 
Personal income tax reports and tax or 
first installment thereof due. March 31— 
Foreign corporation certificates to do busi- 
ness expire. Gasoline tax reports and 
payment due. Motor vehicle registration 
and fees due. 














VIRGINIA 


March 1—Corporation annual registra- 
tion fees due. Franchise tax due. 
Premiums reports from insurance companies 
due. Property reports from certified 
motor carriers due. March 10—Beer dealer, 
bottler and manufacturer reports due. 
Tobacco tax from warehousemen due. March 
15—Gift tax reports and payment due. 
March 20—Gasoline tax reports from car- 
riers due. Use fuel tax reports from 
dealers and resellers due. March 31—Gaso- 
line tax reports and payment due.-——Use 
fuel tax reports and payment due. 

















WASHINGTON 


March 1—Premiums tax from insurance 
companies due. March 10—Malt product 
brewer and manufacturer reports due. 
March 15—Butter substitutes reports and 
payment due. Cigarette drop shipment 











reports from wholesalers due. Gift tax 
reports and payment due. Gross income 
tax reports and payment due. Gross 





operating tax reports and payment from 
utilities due. Property reports from pub- 
lic utilities due. Public utility district 
reports due. Sales tax reports and pay- 
ment due. Use tax reports and payment 
due. March 20—Use fuel tax reports and 
payment due. March 25—Gasoline reports 
from carriers due. Gasoline tax reports 
and payment due. 

















WEST VIRGINIA 


March 1—Premiums tax reports and 
payment from insurance companies due. 
March 10—Alcoholic beverage tax reports 
and payment due. March 15—Cigarette use 
tax reports and payment due. Sales tax 
reports and payment due. March 30—Gaso- 
line tax reports and payment due. 
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WISCONSIN 


March 1—Gross receipts tax reports and 
payment from telephone companies due. 
Premiums tax reports and payment from 
insurance companies due. March 10—Alco- 
holic beverage reports due. Cigarette 
wholesaler and manufacturer reports due. 
March 15—Electric cooperative association 
reports due. Income and information re- 
ports and payment of first installment of 
tax due. Privilege dividend tax reports 
and payment from corporations on calendar- 
year basis due. March 20—Gasoline tax re- 
ports and payment due. March 31—Com- 
mon and contract motor carrier reports due. 


City Tax Calendar . 


March 1—Utah: Salt Lake City occupation 
tax reports and payment due. 


March 15—Arizona: Phoenix business 
privilege tax reports and payment due. 
Colorado: Denver sales tax reports and 
payment due. New Mexico: Albuquerque 
occupation tax reports due. Ohio: Co- 
lumbus income tax reports, balance of 
previous year’s tax and first quarter of 
next year’s estimated tax due; Toledo 
income tax reports, balance of previous 
year’s tax and first quarter of next year’s 
estimated tax due. Pennsylvania: Phila- 
delphia income tax returns and payment 
on net profits or income due; Philadelphia 


REDEMPTION OF 


WYOMING 


March 1—Gross receipts reports from 
express companies due. Mileage state- 
ments from car companies and railroads due. 

Premiums reports from insurance com- 
panies due (last day). March 10—Gasoline | 
tax reports from carriers due. March 15— 
Gasoline reports from dealers due. Gaso- 
line tax reports and payment from whole- © 
salers due. Motor carrier tax reports and 
payment due. Sales tax reports and pay- | 
ment due. Use tax reports and payment * 
due. March 30—Premiums tax from insur- 
ance companies due (last day). 


withholding reports and payment due;j 
Pittsburgh and Pittsburgh School District | 
mercantile license tax reports and pay-" 
ment due; Scranton employer withholding © 
tax reports and payment due; Scranton? 
income tax reports and first installment 
of tax due. Washington: Seattle occupa- 
tion tax reports and payment due; Ta- 
coma occupation tax reports and payment 
due. 


March 20—Louisiana: Baton Rouge sales 
and use tax reports and payment due; 
New Orleans sales and use tax reports and 
payment due. 


SAVINGS BONDS 


The United States Government has been breezing along since 
1941 selling “defense,” “war,” “victory” and “savings” bonds. Rela- 
tively few have been cashed in, but in 1951 these World War II bonds 


start coming due. 


Not counting interest accumulated after June 30, 


1950, the Treasury must pay out in the next five years: 


1951 
1952 
1953 
1954 
1955 


The government has taken in since July 1... 
The government has spent since July 1 


The government owes ... 


February, 1951 


$ 1,600,000,000 
$ 3,900,000,000 
$ 6,700,000,000 
$ 8,600,000,000 
$ 7,400,000,000 


$ 12,895,272,334 

$ 13,685,886,231 

$256,923,179,588 
—Pathfinder 
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